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RECOMMENDATIONS FOR REVISION OF THE
INTERNAL REVENUE CODE

Submitted by
COMMITTEE ON FEDERAL TAXATION,
AMERICAN INSTITUTE OF ACCOUNTANTS
In these difficult times, when the prosecution of the War

takes precedence over all other problems and efforts, the subject

of revenues and taxation becomes secondary in importance; but it
is a very important "second" in our long list of national problems.

The sudden scramble to increase, five-or six-fold, our Federal

revenues finds us no better prepared, to do the job than we were to

defend our lands and our way of life.
There are too many differences of seemingly authoritative

opinion on the availability of potential sources of revenue, the
extent to which they can and should be tapped, or the point at which
the goose that lays the golden egg will expire.

This committee

has urged, for some years past, the making of a non-partisan study
of all the ramifications of this broad, and until the onset of War,

paramount subject.

That has not been done so our legislators must

approach the most difficult task of adding seven to eleven billions
of dollars to our Federal revenues on the general basis of the

views expressed by many individuals and organizations which, neces

sarily, see things from their own points of view; and what should
normally take years of study, must be accomplished in a few months.

Nevertheless, we must make the best of the situation--our
difficulties are not insurmountable.

The hearings now being held

by the Ways and Means Committee of the House of Representatives

have developed much thought and argument about the sources of

2
revenue and the types of levies which should he imposed.

It seems

obvious, however, that if about 45% of our national income is to
go to government (roughly, 30% Federal and 15% State) and about

75% of that income is received by persons having less than

$3,000.00 annual income, all sources must be tapped in one way or

another.

How to do it is the problem.

Because a heavy burden must be imposed, and even a com
paratively low rate can lay a heavy burden on the low-income group,
it is more important than ever that the basic tax structure be made
as sound and equitable as possible for all taxpayers in all groups,
regardless of how high the rates must go to produce the needed
revenues.

This committee believes that, on behalf of the accounting

profession, it can, at this time, best serve the nation's interests

by dealing only with the technical provisions within whatever
framework of tax law our legislators, in their wisdom, nay adopt.

We do believe that all wealth and all persons must be taxed, either

through a monetary or service levy.

None are so poor but that

they would be worse off if they had to serve a conquering master.

On this premise we submit herewith 51 specific recom
mendations and suggestions, as well as general comments on various

recommendations heretofore made by others.

On some suggestions

previously made we refrain from presenting our views, pending a

more exact and complete explanation of the statutory nature of

the proposals.

The recommendations which follow fall into four general
groups, to wit;

- 3 I. Relating to personal income taxes.
II. Relating to both corporate and personal
income taxes.

III. Relating to corporate taxes, other
than the Excess Profits tax.

IV.Relating to the corporate Excess
Profits tax.
We believe that the accounting profession, being the
first profession to deal in detail with the determination of tax
liabilities, and dealing with all classes of taxpayers, is in the
best position to first develop the inequities, difficulties and

odd quirks, in the application of what attempts to be an exact
statutory determination of net income.

grow the suggestions which follow.

Out of these experiences

With the exception of those

which necessarily involve tax rates, new tax levies, or the elimi

nation of taxes presently imposed, which amendments must neces
sarily be prospective, we urge that all suggested changes be made
retroactive to, at least, January 1, 1940, as of which date the
first substantial increase in tax rates was made effective and

the corporate excess profits tax was first imposed.
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relating to personal income taxes

I

(1)

Withholding of Tax
at the Source:

The Chairman of this Committee, appearing at hearings
with respect to the Revenue Act of 1941 urged that taxes on all
income be withheld at the source.

Subsequent events have re

inforced the position then taken and we again stress the need
for such a provision in the Internal Revenue Code.
This feature is not related to the matter of adopting

a sales tax or changing other tax rates, but should be applied
even if no change is made in current rates.

An increase in the

rate or a reduction in exemptions will make withholding at the

source even more desirable.

The provision here proposed should be put into effect

as soon as preparations can be made to do so after the Code is
amended, regardless of the tax rates that may be finally approved.
The adoption of such a procedure would accomplish three eminently

desirable results:
(1)

It would remove from circulation moneys which

must eventually be paid in settlement of tax
liabilities and thus eliminate part of the

inflationary pressure which necessarily arises
when the available civilian goods are so much

less than the potential purchasing power.
(2)

It will provide the Government with funds from
fifteen to twenty-three months sooner than

would otherwise be the case, the exact period
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depending upon the basis of payment by with
holding agents.
(3)

It would ensure the collection of most, if not
all, of the taxes due, a large part of which

may be found uncollectible, or which will

require great effort and expense to collect,
if many of our people find themselves out
of work and without funds when the ordinary

tax payment dates arrive.

In fact, we have

heard of a number of cases in which returns
for 1941 have been filed without the payment

of the tax because all the money had been

spent.

It is significant and immediately

in point to note, if advertisements and

activities mean anything, that the loan and
finance companies seem to be doing a large

volume of business financing tax payments.

(2)

Expenses incurred in connection
with the production of non
business income or the conser
vation of non-business income
producing assets should be
allowed as a deduction:

Mr. Randolph E. Paul, Tax Adviser to the Secretary of
the Treasury, has suggested that investment expenses or expen

ses incurred in the production of non-business income should be
allowed as a deduction.

That is in line with suggestions pre

viously made by this Committee and we would add to his statement

that the form of the modification should be such as to permit
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(1) the deduction of expenses in connection with the conservation
of assets acquired to produce income even though the assets may

not have, in fact, produced income during the taxable year, and

(2) the expenses of accounting for tax purposes and otherwise,
for such assets or income,

(3)

The method of taxing the accrued
income of a decedent, report
ing on a cash basis, should be
modified:

This Committee has heretofore recommended the correction
of the inequitable pyramiding of the accruedincome fdec nt,

of a decedent,

who reported on a cash basis; and methods of accomplishing that

purpose have been suggested.

The Tax Adviser to the Secretary of the Treasury has
suggested a modification intended to relieve the situation re

ferred to.

However, his suggestion, taken literally, will not

accomplish the purpose unless it is intended that the ultimate
recipients of the income, accrued at death but not previously

subjected to income tax, should be the net amount after reducing

the income by the estate tax paid on the asset it represented at

the date of death.

If the item is subjected to both estate, in

heritance and transfer taxes on death and income tax on receipt,
the taxes will, in many cases, aggregate more than the amount of
the income and, under the proposed rates, could amount to 170%

of the amount involved.

We urge, therefore, that the suggested

method of adjustment be adopted with the proviso that the ultimate
recipients be taxed only on the difference between the amount of

income and the estate inheritance and transer taxes (State as well

- 7 as Federal) paid thereon, recognizing further that the amount of

the asset represented by such accrued income necessarily added
to the estate and other taxes in the top brackets.

Under the present procedure, the income tax owing at
the date of death, on the accrued but not previously taxed in
come, constitutes an estate tax deduction so that estate tax is

paid on only the net balance.

To follow that same procedure here

would be unwieldy, especially if receipt of the income is long

delayed and so the suggested procedure, reversing the process,
would subject the total income to estate tax and only the net

balance, after deducting the estate tax, to income tax.

(4)

Capital Gains Taxes:
Much has been said on the subject of capital gains and

the tax thereon.

The opinions of the members of the accounting

profession are not preponderant one way or the other on the
major question of how they should be taxed, if at all.

We be

lieve the matter should be more thoroughly studied by an unbiased

body, able to develop adequate facts.
However, if capital gains are to be taxed, the treat

ment of such gains in corporate returns and personal returns
should be the same:

they should not be taxed twice.

While the amount of corporate capital gains subject to
tax has been modified, no change has been made with respect to

the rate of tax on such gains whether they are distributed as

dividends or retained as surplus.

This has particularly serious

consequences in the case of personal holding companies, domestic
and foreign.

In such cases, capital gains are first subjected

- 8 to the corporate tax of 31 per cent (it has been suggested that
rate should be increased to 55 per cent) and then, if distribu

ted, are subjected to the full personal surtax or, if not dis
tributed, are taxed at rates substantially equivalent thereto or

in excess thereof, to wit, 82½ per cent.

Such gains, if realized

individually, are taxable only at the maximum rate of 15 per cent;

30 per cent has been proposed.

We suggest first that the maximum

corporate tax rate on such gains be limited to the rate adopted

for individuals and that further, they should not be taxed again

when distributed as dividends.
The present law provides that any distribution shall
be deemed to be out of the current year’s earnings, regardless

of the accumulation of earnings or deficit.

The double taxation

of corporate capital gains can be removed by amending to provide

that, to the extent that distributions exceed the current year’s
net income of the corporation, exclusive of capital net gain,

the distribution should be regarded as a distribution of capital
gain up to the amount of the current year’s capital net gain,
and that, if distributions, exceed the current year’s income, the

source be attributed, in turn, to ordinary income first, and
then to capital-gain income for each prior year, up to the amount

of the distributions, with appropriate provision for distributions

out of corporate capital.

Whatever portion of the distribution

is from capital gain should then be treated as a return of capital

in the hands of the shareholders.

(5)

Basis of Property devised,
or taxed as such, should
be the amount subjected to
Estate Tax:
Our general policy of taxation has, for years, embraced

the theory that property passing upon death be subjected to a
heavy estate tax (it is now proposed that these rates be further
increased) and that the value so taxed should thereafter be deemed

capital in the hands of the devisees, so that only the proceeds
in excess thereof would be taxed later as gain or income.

It is

now suggested that this long established principle be abandoned

and that those who receive property from a decedent should de
termine gains or losses, on the disposition thereof, on the basis
of the cost of such property to the decedent.

Such a proposal is,

in our opinion, not only inherently unsound and could result in
taxation far in excess of the value of the property so received,

but it will also be utterly impossible to administer in many
oases.

It has long been recognized that whatever capital value

may exist at the date of death is subject to estate tax which it

has been proposed should reach a maximum of 80%.

In many cases

the basis of such property to the decedent will be low, and in
some cases only a nominal amount.

If there should be added to

the taxes levied upon death a tax on the sales proceeds, to the
extent that they exceed decedent's cost, which excess might be

practically the entire proceeds, the combined estate and income

tax could exceed 100% of the value at the date of death, to say
nothing of the extent to which it might exceed the proceeds of

sale if the property decreases in value.

- 10 For example:

The net estate of a decedent, having

property aggregating over $5,000,000, will pay a top excess
profits tax under the proposal of the Secretary of the Treasury
of 80%.

If property, worth $100,000 at death cost the decedent

$10,000, and should be sold for $60,000 (such fluctuations are
not unusual), the tax on the excess of the proceeds of sale over
the cost to the decedent would, at the proposed maximum rate of
30%, aggregate $15,000 so that the combined estate and income tax

of $95,000 would considerably exceed the sales proceeds.
Though we do not suggest it as an alternative, it would

appear that at the very least the basis of the property in the

hands of the decedent should be increased by the estate tax paid
thereon.

From the point of view of the decedent and the heirs,

that certainly should be regarded as the minimum cost for, clearly,
the sum of the original purchase price, plus the estate tax paid

for the right to transfer the property, represents the aggregate
outlay to acquire, hold and transfer whatever property may be

involved.
Of further consequence is the fact that it will often

be utterly impossible to ascertain the original cost or tax basis;

this will be particularly true with respect to property of de
cedents which has already been passed on to heirs.

Records re

garding the cost of property acquired long ago, before it was
realized that a technical statutory cost might later be important,
are no longer available; and where March 1, 1913 values may be

involved, the necessary valuation data is unobtainable, par
ticularly with respect to close corporation securities or proper
ties.

When the original purchaser sells such securities without

- 11 adequate records to establish the tax basis, he does so at his

own risk and the ability to establish cost or value has often
prevented a disposition of property.

That handicap should not be

forced on devisees.
We of the accounting profession can testify to this

complication from our own experience, for we have often been faced

with the task, frequently impossible to perform, of ascertaining
the tax cost or other basis of property acquired years ago.
We believe, therefore, that the proposal is fundamentally

unsound, that in some cases it involves confiscatory taxation

exceeding the sales proceeds of the property concerned, and will

prove unworkable in other cases.

(6)

We urge that it be not adopted.

Joint personal Returns should not
be required for husband and wife:

The members of this Committee and hundreds of members

of the American Institute of Accountants are strongly opposed to
the recommendation that husbands and wives be required to file
joint income tax returns.

The idea is contrary to our basic

conception of the rights of our citizens and we need not repeat
in detail the many arguments against the proposal that have been

so ably presented by others.

The mere fact that more revenue would be derived if joint
returns were required provides no excuse.

We believe it would be

a definite step in the wrong direction and urge that it be not

adopted.
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The provisions for the computation
of the tax of individual taxpayers
who change their fiscal years should
he modified to eliminate present
inequities:
The present method of computing the tax of an individual

who files a return covering a period of less than twelve months
results in serious inequity in many cases, especially when

seasonal income is involved.

The law, in requiring that the

short-period income be placed on an annual basis, assumes that

the net income will continue at the same rate for the balance of

the twelve months.

Thus, for example, if the net income for a

six months’ period should be $50,000, it is doubled and the re
sulting tax on $100,000 is divided by two.
Such a computation is fair only if income is received
ratably through the year.

It results in a tax seriously excessive

and disproportionate both to the income, and to the rate of tax
paid by others, if more than a proportionate part of the annual

income is earned during the short period.

That is usually the

case as individuals change their fiscal accounting periods (which
requires a short-period return) because they are in business and

desire to adopt the natural-business-year ending just after the
season ends.

Between July 1, 1935 and December 31, 1941, 21,861

taxpayers made such a change.

To illustrate the situation, take the case of a person

operating a business in a southern resort.

The season ends

generally about May 31st, which should be the end of the accounting

year rather than December 31st, the middle of the active period,

after much preliminary expense has been incurred to be recouped
out of January to May operations, and when inventories are high.
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Assume that such a person (married - with no dependents) earns
$30,000 in the season but earns only $1,000 during the remaining
seven months of relative inactivity and little or no business.

Under the rates proposed by the Secretary of the Treasury, he would

be required to pay a tax of $18,710.41 on that $30,000 if he changed
to a May 31st fiscal year, while

if he had continued his account

ing to December 31st, he would pay on the full year income of
$31,000 only $13,725.00 income tax.

It is believed that such a

result was not intended.

Section 47(c) of the present statute originated in the
67th Congress, first session, and was known as section 226(c) in

the revenue act of 1921, which stated:

"Sec. 226(c). In the case of a return for a period
of less than one year the net income shall be
placed on an annual basis by multiplying the amount
thereof by twelve and dividing by the number of
months included in such period; and the tax shall
be such part of a tax computed on such annuel basis
as the number of months in such period is of twelve
months."
The Ways and Means Committee report

(H. Rept.350)

covering the enactment of the law recites the reason for the law:
"Under existing law the taxpayer may improperly
reduce his surtaxes by changing his fiscal year,
thus splitting his annual income into two parts.
This section proposes to prevent such evasion by
providing that in the case of a return for a
period of less than one year the net income shall
be placed on an annual basis and the surtax pro
perly computed thereon in accordance with the
number of months in such period." (p. 13)

The Senate amendments made the rule thus established
applicable to both normal and surtax (p. 31).
In 1924 Section 226(c) of the 1921 act was amended, as

it was found to apply to oases for which not intended (short-period

returns resulting from death).

The report of the Senate Finance
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Committee (68th Congress, first session, S. Rept.398) stated:

"Subdivision (c) of this section of existing law
provides that in the case of return for a
fractional part of the year the net income shall be
placed on an annual basis by multiplying by 12
and dividing by the number of months included in
the fractional period, and that the tax shall be
such part of the tax computed on such annual basis
as the number of months in the period is of 12
months. The provision was inserted for the reason
that under the 1918 act taxpayers were changing
their accounting period from calendar year to
fiscal year, and vice versa, for the purpose of
making a return for a short period and consequently
getting two starts on the surtax rates. The
provision as found in the existing law covers
not only such cases but other cases to which it
was not intended to apply, such as the return for
a decedent who dies in the early part of the year
and has received substantial income during that
period, which may be the entire income which
he would have received had he continued to live.
The bill therefore provides that the rule as to
piecing the income on an annual basis shall apply
only to cases where a separate return for a
fractional part of the year is made because of
the change of the accounting, period from fiscal
year to calendar year or vice versa, and that in
all other cases, if the return is made for the
fractional part of the year, the personal exemption
and credit for dependents shall be reduced pro
portionately to the length of the period for which
return is made.” (p. 27-28)
Subsequent to the revenue act of 1924, no material
charges were made in this provision of the law except to exempt
corporations from its application which was done by the revenue
act of 1936.
The admitted inequity in the case of decedents, receiving

a disproportionate part of their annual income during the short

period, is equally present in the case of living taxpayers re

porting for a short period, similarly circumstanced with respect
to the receipt of disproportionate income.
This hardship can be readily alleviated, yet still

prevent the tax avoidance referred to tn the House report on the

1921 act by providing*

(1) that in the case of a short period
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return there be added to the net income for the short period
($30,000 in the illustration) the net income for the balance of

the twelve-months’ period ($1,000 in the illustration); (2) that
the tax be computed on the resulting full twelve-months’ income
($31,000 in the illustration); and (3) that the taxpayer pay

such proportion of the tax on the net income for the full twelve
months as the net income for the short period bears to the net

income for the year (30/31st in the illustration).

This will put

the taxpayer’s income on a true annual basis rather than a

fictitious annual basis.
Thus, the taxpayer in the assumed case, who would have

had to pay a tax or $13,725 on the year’s net income of $31,000,
had no change been made in the accounting year, will be required
to pay $13,282.25 on the net income of $30,000 for the five months
instead of $18,710.41 as under existing method.

If the balance of the year should result in a net loss,

then the tax should be computed on the short period income as
though it were the income for a full year.

The suggested change is not likely to reduce revenues
appreciably, as taxpayers who would otherwise be charged an ex
cessive tax do not change their fiscal years, but they are thus

forced to continue an unsound accounting procedure.

On the other

hand, it eliminates the possibility of tax avoidance, not overcome

by the present law, in cases of taxpayers who receive a dispro

portionately low share of annual income in the short period and
who, under present law, pay less than their fair and proper tax
by reason of a change in the accounting period.
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Estate and Gift Taxes:
The Tax Adviser to the Secretary of the Treasury made

four specific recommendations with respect to gift and estate taxes.

We concur in his recommendations with respect to the treatment of
powers of appointment and the proceeds of life insurance.

We

hold, however, that the recommendations with respect to charitable
deductions and transfers in contemplation of death are fundamentally

unsound and should not be adopted.

Dealing first with respect to charitable contributions:

the obvious purpose is to limit the extent to which a decedent
may leave property to charitable organizations, the funds received

by such organizations in that way being used 100% for the benefit
of the people of the country.

There is no discernible advantage

in amending the law to discourage such actions so that only a

portion, rather than the whole, of such properties are, through
taxation, devoted to the welfare of our people.

That is biting

off one's nose to spite one's self (unless it be assumed that, as
a matter of policy, the Federal Government prefers that it assume

the burden of all the things now done by charitable institutions).
Certainly, it must be admitted that if it were not for the work

done and the money spent by such organizations, the burden of the
Federal Government would be far more severe than it is now.

We

should encourage persons of wealth to see to it that such wealth
is devoted to the national welfare in toto rather than to discourage

it by insisting that part of it must be paid to the Government
through tax levies.
We believe, further, that the suggestion regarding gifts

made in contemplation of death, or more particularly gifts made by
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any person over 65 years of age, is equally unsound.

The mere

fact that it has not been possible, in many cases, to prove, and
establish as a fact, that persons of 65 and over were contemplating

death at the time of making gifts, is no reason to amend the law
to make such gifts definitely taxable, even to a limited extent,

when there was no contemplation of death.

A person should have

the right to do as he would with his property, and the gift tax is

levied upon the right to give it away.

That should be sufficient,

and arbitrary rules intended to controvert the actual facts should
not be encouraged.

(9)

Estate Tax Changes:
The Tax Adviser to the Secretary of the Treasury has sug

gested three technical changes in the provisions relating to the

computation of estate tax.

We believe that they are a step in the

right direction and that they should be enacted into law.

We would

suggest, furthermore, two additional changes:
(1)

The basis of property, acquired by gift but
subjected to estate tax, should be made the

same as in the case of property passing through
death and not previously made the subject of
a gift.

(2)

The credit for gift taxes previously paid on

such property should be determined by elimin
ating an

equivalent amount from the highest

gift tax brackets rather than the average
rate for all gifts.
Our tax laws ought to be consistent.

If property is
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treated, for estate tax purposes, as though it had passed on death
and prior gifts are disregarded, they should also be disregarded
in establishing the basis of the property in the hands of the

donee.

That is what would have happened if the gift had not been

made, but the present law requires donees to take the donor’s

basis even if the gift property has been subjected to estate tax.
The gift is disregarded forestate tax purposes and it ought,

therefore, to be disregarded for income tax purposes as well.
As for the determination of the amount of gift tax which

should be allowed as a credit in the estate tax, it is not enough
that the order of allowance of the credit be reversed.

We should

also recognize that the value of the gift property served to in
crease the estate tax in the top brackets.

Similarly, our gift

tax rates and brackets are cumulative so that a gift made at any

time eventually forces later gifts into higher tax brackets.

The

credit that should be allowed for gift taxes should be such amount
as would not have been paid in gift taxes if the gift had not,
in fact, been made.

The obvious purpose of the estate tax and

gift tax provisions is to put the decedent or his estate in the

position that would have been occupied if the gift had not been
made.

That is not accomplished by allowing credit for the average

rate of tax paid on all gifts.

the manner above described.

The credit should be computed in
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II. RELATING TO BOTH CORPORATE AND
PERSONAL INCOME TAXES
(10) The interest on all Government
(State and Local, as well as
Federal) securities should
be subjected to tax:
This Committee has previously urged that the interest on

all future issues of all Government securities be subjected to in

come tax, and surtax.

We now urge that, with the limitation later

suggested, all such interest, whether on existing or later-issued

securities, be subjected to tax.
The recent increases in tax rates, and the further in

creases to come, make investments in securities of this type more

attractive as a loop-hole for the avoidance of a just share of the
heavy tax load that must now be carried.

We suffer not only through

the loss of tax revenue, but also because capital that is lured into

investments of that type ought to be finding its way into industrial
development and activity.

The latter may well be of greater con

sequence than the revenue loss.

Furthermore, the investors of small

sums, who ought to be able to obtain a reasonable return on safe

investments of the type generally represented by these securities,
cannot do so because the low return is not compensated by a tax

saving of sufficient amount.
It has been urged, and no doubt properly so, that taxation
of this interest will make it more expensive for the local political

bodies to borrow funds.

Yet that does not justify continuance of

a state of affairs under which Federal revenues and the national

economy in general must suffer for the benefit of such localities

- 20 as undertake to borrow moneys with which to develop or operate.
Such largess, and that is all that it can be called, is not equally

divided when many States or subdivisions make no borrowings.

The

■

excuses do not justify the continuance of exemption from current

high tax rates.

One strong argument has been raised against the taxation
of this interest and that is that many of the issues have been

floated on the basis of a tax exemption which materially affected
the interest rate and, hence, to tax the interest now would be the
equivalent of Government interference with, or negation of, what is

the equivalent of a contract.

However, though that objection may

be sound in principle, it does not apply, except in a few instances

of recently issued securities, to the high tax rates we must impose.
The saving of tax, at increased rates, constitutes a windfall that

is not justified at any time and certainly not in times of emergen

cies like the present.
To meet this valid objection in principle, we suggest a

modification of the general scheme, to the effect that an arbitrary

proportion, say one-third of the interest on securities of this
type be exempt from taxation and tax be imposed on the remaining
two-thirds.

Thus, in an arbitrary but reasonable way, the status

quo under the lower tax rates prevailing when most of the Govern

ment securities were issued will be maintained.

For example, a

person invested in 3% tax-exempts in preference to a 4% taxable

security when tax rates amounted to 25^ on the average, would
(assuming a present average tax rate of 50%) retain the same relative

position if one-third of the interest is exempted.

He would then
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pay 50% tax on 2% of the interest which will leave a net of 2%, whereas had he invested in a 4% taxable security, he would be realizing,

under the higher rates, a net of 2%.

On the other hand, if the in

terest were taxed entirely, the net yield would be reduced to 1½%.

We suggest this modification of the general scheme as a
means of meeting a sound objection to the taxation of such interest

and at the same time preventing the windfalls that otherwise would
accrue to the wealthy if such interest continues to be completely

exempt.

(11) Recoveries of Bad Debts and Taxes,
and Adjustments for Excessive Depreciation:

We approve the recommendation that recoveries of bad debts
and taxes should not be treated as taxable income when the taxpayer

has not obtained a tax benefit from the prior deduction of such items.
We do not approve the suggestion that the question of whether a bene
fit did, or did not, result should depend upon regulations to be

issued by the Commissioner of Internal Revenue.

We think the formulae

and principles should be a matter of law.
In numerous cases in which the question of prior tax benefit

has been involved, the Commissioner of Internal Revenue has not been
consistent in his contentions as to what constitutes a benefit.

In

some situations he has urged that improper deductions should be as

sumed to have resulted in a pro rata benefit on the basis of the ratio
of the improper deductions to the proper deductions.

As a matter of

fundamental equity, all income properly taxable should first be re

duced by all deductions properly allowable, and the excess of the
gross income (if any) should then be applied against the improper de
ductions to ascertain the tax benefit (if any); and if there is no

22

such excess, then the taxpayer should not be regarded as having de
rived any tax benefit from the improper deductions.

We urge that

this principle be embodied in the law rather than be left to the
Commissioner’s regulations.

We further urge that this same principle be applied to ex
cessive depreciation deducted in loss years with respect to which the

taxpayer did not obtain a tax benefit.

The requirement that excessive

depreciation be deducted in determining the basis of assets was in
cluded in the statute in order to prevent a taxpayer from obtaining

a double deduction with double tax benefit from the same costs.

However, that method should not be applied when the excessive depre
ciation resulted in no tax benefit.

Though certain of our lower

courts have held that such excessive depreciation deductions have not
been "allowed ” in loss years and, therefore, need not be deducted in
determining later basis, the Commissioner of Internal Revenue has not

acquiesced in that principle.

The reason for avoiding the inequitable

result that arises from the taxation of recoveries of bad debts and

taxes, where no benefit has been obtained from the original deduction

is equally applicable to excessive depreciation, and the proposed

amendment should also extend to that item.

(12) Land used in a trade or business
should be excluded from the
definition of capital assets:
Section 117(a)(1) of the Internal Revenue Code excludes
from the definition of capital assets:

"Property, used in trade or

business, of a character which is subject to the allowance for depre

ciation provided in section 23 (1)."

It is urged that the land upon

which such depreciable property stands likewise should be excluded

- 23 from the statutory definition.

Land and the building attached there

to generally are considered to be one asset, and almost every trans
action relating to buildings involves the sale or exchange of the
land and building together.

There is no logical ground for holding

that buildings used in trade or business, and the land upon which
the buildings stand, belong in different categories.
Furthermore, the present provisions have given rise to

many disputes, when depreciable and nondepreciable properties have
been bought and/or sold as a unit, regarding the division of the cost

and sales proceeds between the two classes of property.

Fundamental

ly they are indivisible, the value of one depending on the other.

(13) When loss results in transactions
between persons to whom losses
in such transactions arc not
allowed as deductions, the future
basis of the property should be
the transferor’s basis:
Section 24(b) of the internal Revenue Code provides, that

in computing net income, no deduction shall be allowed in respect of
losses from sales or exchanges of property directly or indirectly,
(A) between members of a family as defined in Code;

(B) between an

individual and a corporation in which more than fifty per cent of the
outstanding stock is owned directly or indirectly by him (except in

case of distributions in liquidation);

(C) between two corporations

when more than fifty per cent of the outstanding stock of each is
owned by or for the same individual; between (D) grantors,

(F) bene

ficiaries and fiduciaries of trusts, and (E) trusts if the grantor
with respect to such trusts is the same person.
In view of the fact that nothing to the contrary is provided
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in the Internal Revenue Code, it is presumed that in the hands of the
transferee the basis for determination of gain or loss upon subsequent

disposition of such property is the cost to the transferee.

the basis of the property to the purchaser (transferee)

paid the seller (transferor).

That is,

is the price

This offends the general taxation

theory that transactions resulting in no recognised gain or loss shall

not affect the tax basis of the property.

It is suggested that the

gift basis be applied to such properties and that, for the determin
ation of gain, the cost or other basis of the transferor be the basis

to the transferee, but for losses the basis be limited to the value
at the date of transfer.

This will prevent "giving away" or trans

fer ring losses.

(14) When the rede notion of stock is held
to be the equivalent of a taxable
dividend and so taxed, the basis of
remaining stockholdings should not
be reduced:
Where stock is redeemed, and it is held under section 115

(g) of the Internal Revenue Code that the redemption is in effect the
distribution of a taxable dividend, it should follow that the basis,
if any, of the stock in the hands of the stockholders should either

be deducted from the dividend or, more logically, be applied to the

other holdings of stock in the corporation.

For example, if stock is

bought for $1,000, a 100 per cent stock dividend is declared and sub
sequently the dividend stock is redeemed, the

1,000 base should con

tinue in the original stock if the proceeds of the redeemed stock are
taxed in full as a dividend.

Under the present Code, the basis, in

the illustration given, would be only $500, and if sold for $l,000,
the total proceeds would be $2,000, the cost $1,000 and the gain

- 25 $1,000—yet $1,500 would be taxed as income.

Apportionment made at the time of the declaration of the

stock dividend is obviously undone when a redemption is held to be
taxable, in full, as a dividend.
is not covered in the law.

This restoration of original basis

To clarify the situation, it is recom

mended that the basis of the stock with respect to which such a stock
dividend was received should not be apportionable and that if any of
such original stock was previously sold and only the apportioned
amount deducted as the cost or basis, the provisions of section 3801
should be made applicable if the adjustment of liability, for the

year in which the original shares were sold, is otherwise barred.

(15) Taxpayers using the weekly closing
basis should be permitted to
report on a 51-to 53-week basis:

Under a literal interpretation of the income-tax law, tax

payers maintaining their books on a weekly basis, and preparing their

annual financial statements as at the close of

the week nearest the

end of a month other than December, would not be permitted to file

returns on the basis of a fiscal year, but would be required to file

calendar-year returns.

In practice, however,

such corporations are

often permitted to use a fiscal-year basis but are sometimes required

to adjust their income arbitrarily for the difference in days between
the end of their fiscal year and the month-end.

In order to eliminate rhe possibility that these corpora
tions night some day be required to file calendar-year returns, and
to simplify the preparation of their returns, the law should permit
taxpayers to file returns for the same fiscal periods as in the case

of annual statements, viz., fiscal periods of fifty-one to fifty-three

- 26 weeks ending within six days before or after the end of any calendar

month.

(16) Reports on Last-in,
First-out Inventory Method:
We commend the suggestion of the Tax Adviser to the effect

that the present provisions of the Statute with respect to interim

reports of earnings on the last-in, first-out inventory method should
be eliminated, but we urge that Congress go further and eliminate all

requirements with respect to corporate reports on that basis; or if

that is not desired, that the law be so amended as to permit the pub
lication or other use of statements of earnings based on inventory
values that are not in excess of the inventory value computed for tax

purposes under the last-in, first-out inventory method.
Under present conditions, conservative accounting requires

that adequate provision be made for the ultimate loss of the apprecia
tion in inventories which is virtually certain to be sustained when

the rising price trend is reversed.
for income tax purposes.

method will,

Such reserves are not recognized

The use of the last-in, first-out inventory

to some extent, eliminate recognition of such inventory

appreciation, but often it will not go far enough and conservative
corporate practice requires that further reserves be set aside.

In other situations, business experience indicates that
inventories, subject to seasonal and style influences, are gradually
becoming obsolete though at any given date it may not be possible to

specifically reduce the values of particular items.

The use of the

last-in, first-out inventory method has no bearing on this factor

which will result, eventually, in a disposition of such obsolete
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inventory items at values considerably less then cost on any basis—
last in, first out, or otherwise.

Accounting practice requires that

these potentialities be recognized in income statements through the

setting aside of appropriate reserves for probable obsolescence, even
though such deductions may not be recognized fur income tax purposes
because they have not materialized with sufficient exactness and cer
tainty.

This is another reason why financial practices may require

that inventories be valued at something less than cost on the last-in,

first-out method and earnings be computed accordingly.
Hence, we recommend that the statement limitations with

respect to the use of this elective inventory method be eliminated
from the statute, or that it be so amended to permit the publication

or use of any statements based on an inventory value (after deducting
all reserves whether recognized for tax purposes or otherwise) that

is not in excess of the recognized last-in, first-out cost basis used
for tax purposes.

(17) Deduction of
War Reserves:
The accounting profession has been active, in recent months,

studying and developing accounting procedures dealing with the abnor
mal losses or expenses which have resulted or will result from war

conditions and war production.

The American Institute of Accountants

through its Committee on Accounting Procedure, aided by the Special
Research Bureau maintained by the Institute, recently had this to say

with respect to War Reserves:
"Special War Reserves
”An appendix to this bulletin contains a list of typical
items for which reserves may be needed.
Corporate management and
accountants should give careful consideration to these and similar
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items in order to decide upon the necessity or advisability of pro
viding therefor.

"In its first bulletin, the committee said:
’The test of
the corporate system and of the special phase of it represented by
corporate accounting ultimately lies in the results which are pro
duced.
These results must be judged from the standpoint of society
as a whole - not from that of any one group of interested parties.’
On the basis of experience in and after the first world war and with
the expectation that there will be similar adjustments and disloca
tions of business after the present war, the utilitarian concept of
accounting should prompt accountants and others to encourage the es
tablishment of special reserves for costs and losses arising out of
the war.
"Recognition of the necessity of such reserves is important
not only in the interests of the business enterprise, but in the in
terest of the national economy as a whole.
The government might well
take account of this fact in its fiscal policies generally and in re
spect of taxation.
It would be wise on the part of the government to
give consideration to the recognition of provisions of this kind as
deductions in the determination of taxable income, subject to neces
sary safeguards in regard to the ultimate disposition thereof.
Such
a policy would tend to make taxable income more nearly reflect real
income, since these reserves are intended to give recognition to
costs and losses related to the war period which are real, though in
many cases they cannot now bo definitely measured.

"It is to be noted that reserves for many of the items
listed in the appendix have the effect of reducing the stated amount
of fixed assets, while other items, such as restoration of facilities
or separation allowances, will require expenditure of funds in the
future.
It should be emphasized that the creation of reserves for
items of the latter kind does not, of itself, provide funds to meet
the expenditures.
Such expenditures can be made only from funds of
the corporation available at the time.
The creation of the reserve
serves an essential purpose, however, in indicating the necessity of
conserving assets rather than paying dividends.”

The appendix referred to above is as follows:
APPENDIX
"Purposes for Which Reserves May be Provided2
(.1) Accelerated depreciation of facilities as a result of intensive
use and of operation by less experienced personnel.
"*2. This list suggests certain costs and losses arising out of
the war for which reserves must or may be provided, as
discussed in this bulletin.
It does not include all
such costs and losses, and no attempt has been made to
distinguish the items for which provision is discretion
ary. "

(2) Accelerated obsolescence of facilities due to intensive research
during the war in an effort to increase productive efficiency.

(3)

Amortization of the cost of rearrangment and alteration o
f exist
ing facilities which will probably be rearranged in the post
war period.

(4)

Amortization of the cost of additional facilities acquired, the
usefulness of which is expected to be substantially reduced at
the termination of the war.

(5)

Lasses which may bo sustained at the end of the war in the dis
posal of inventories useful only for war purposes, or in the
adjustment of purchase commitments then open, including any
amounts which may be paid for the cancellation of such commit
ments.

(6)

Losses which may be sustained in the disposal of inventories not
necessarily applicable to war production, due to decline in the
price level, which, on the basis of past experience, usually
follows a pronounced rise in prices.

(7)

Repairs and maintenance deferred as a result
production.

(8)

Restoration or alteration of facilities to peacetime production
at the end of the war, if it is reasonable to assume that such
restoration or alteration will then b^ made.

(9)

Separation allowances which nay be paid to
charged at the termination of the war.

of pressure for war

employees who are dis

(10) Losses from destruction of pr party as a result of the action of
armed forces or from seizure thereof by the enemy.
(11) Decline in the useful value of plant and equipment due to excess
capacity resulting from war construction."
The first three items, recited above in the appendix, are
covered by the existing statute though the allowance

of accelerated

depreciation deductions will be a matter of administrative policy.
The other deductions are items, the amounts

of which are not fixed,

and liabilities which may not have been technically incurred in the

tax theory.

Nevertheless,

necessarily grow out

they are expenditures or losses which will

of the current period

to assume that all business will liquidate

end of the War.

of activity, unless wo are
or cease to

operate at the

Proper accounting and financial management require
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that business reserve the funds necessary for readjustment - that

cannot possibly be done if the Federal Treasury takes between 80% and
90% of the funds reserved for that purpose.

We urge, therefore,

that taxpayers be allowed to deduct

reserves similar to that recognized, for many years, in the form of

a reserve for bad debts, to Cover the items listed in the appendix

above and such other reserves as may be properly and reasonably re
quired as a result of present activities.

With such limitations and

restrictions as we propose, and to which we refer hereunder, we be
lieve that, apart from the immediate effect in the determination of

taxable income, the recognition

of an equitable as well as prudent

business procedure will be productive

of definite social advantages

outweighing the benefit derived by the Treasury from immediate re
venues .
This deduction should be allowed on the basis that:

(1) The deduction for all such reserves be
limited to a specified percentage

net income, say, 10%

of

or 20%.

(2) That all expenditures for the purpose
for which the reserves were created
should be later charged against such
reserves, and not taken as a deduc
tion on subsequent tax returns.

(3) After the lapse of five years from the
cluse

of the War, any unexpended bal

ance in such reserves should be treated
as a non-deductible allowance for the
years during which it was set up
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(determined

on prorata basis if reserve

deductions were taken in more than one
year), and the additional tax (that

would have been payable during the
years created if the unexpended balance
had not been deducted) be added to the
tax liability of the fifth year.

(4) The amount claimed on the tax return
should be written off in the accounts

and financial statements used for

credit purposes or reports to owners.
These limitations will prevent abuse of the right to deduct

reserves for anticipated losses

or expenses and put the taxpayer in

a position where he will pay full tape nt current rates if the deduc

tions are not required.
Again, under the procedure

outlined, taxpayers would be

permitted to deduct during the war years, when the causes for these
later expenditures are developing, the amount required thereafter,
and thus avoid a situation in which,

otherwise, the post-war losses

and expenditures will fall in a year when either there is no income

or the taxpayer will not have the funds with which to make the
necessary readjustments.

Furthermore, the allowances or expenditures to be covered
by the reserves under consideration will, through the fact that they

will be spent, tend to soften the post-war industrial readjustment

and, perhaps, save the Federal Treasury from the expenditure

or even greater amounts, for relief

of one kind or another.

of equal
The re

quirement that the amounts be expended within a specified period after
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the War will thus force such expenditure to accomplish

the end

the desired result, or else the deductions will be retroactively dis

allowed.

The five years suggested night be reduced to three if that

seems preferable for the purpose.

(18) The execution of agreements to extend
the Statute of Limitations should
automatically extend the Statute
with respect to refunds:

The Statute of Limitations with respect to the assessment
of deficiencies is now the same as in the case

three years.

f refunds--to wit,
o

However, it is frequently necessary for taxpayers to

agree to waive the limitation provisions with respect to deficiencies

in order that their returns may be adequately investigated and their
claims considered.

This will happen more frequently when excess-

profits-tax returns, involving many most questions, valuation pro
blems, etc., are under review.

Such waivers

or extensions

f statutory periods should be
o

mutual as frequently (especially when several years are involved

and interrelated problems have arisen) it is impossible to know in
advance whether the result for any particular year will be a refund

or a deficiency.

Often the net result for several years will be a

deficiency, though the final determination for

indicate an

ne
o

of the years will

overpayment.

Unless a taxpayer is properly advised by Treasury represen

tatives or

others, the Statute may bar a refund which may hot have

been anticipated when an extension of time was agreed to with respect

to deficiencies.

Despite the foregoing, the Treasury cann't make a two-way
agreement.

This situation often leads to either a summary determin
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ation not properly considered, the filing

of many wholly unfounded

but "right protecting” claims for refund

or to unjustifiable losses

by taxpayers, few

of whom can be well informed

on the intricacies of

the finer points of tax procedure or can forecast the result

of a

Treasury Department audit.

We, therefore, recommend that the- Code be amended to provide

that upon the execution of any valid extension of the Statute of
Limitations with respect to deficiencies, the period for the timely
filing

of refund claims bo similarly extended automatically.

III

RELATING TO CORPORATE TAXES OTHER THAN
EXCESS PROFITS TAX

(19) Corporate Surtax:
The accounting profession believes that it should approach
this subject of tax legislation from the point of view of technical
aspects and, therefore, makes no recommendations regarding the rates

of tax to be levied on the various types of income.

However, if the

proposal to increase the corporate surtax bn a sliding scale basis,
or with credits for decreases in income in comparison with earnings

during the base period, should be adopted, we urge that it be made
a definite tax with no provisions for refund.

If it is not sound

and proper to levy a tax in excess of 80%, then that tax should not
be levied; if it is proper and necessary, there should be no later

refund.
The proposal to take, now, funds which are not true taxes

represents an enforced savings plan, applied alike to all taxpayers,

regardless of present needs.

Much of the excess which may now be

exacted, with the intention of later refunding, should be left in

the hands of the taxpayers who can put it to work more efficiently.

Taking it now in the form of an enforced savings scheme will merely
make it necessary for many taxpayers to borrow more funds which the
Government will have to supply, or which will absorb funds which

might otherwise be invested in Government securities, and in the

final analysis will develop a continuing spiral which will have no

real effect financially.
Accordingly, we do not approve the proposal to refund any
tax that ought to be collected or to collect sums that ought not to

be collected.
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(20)

Consolidated returns should be
permitted for determination
of income tax and surtax:
We strongly urge the adoption of the amendment suggested by

Mr. Randolph Paul to permit affiliated corporations to determine
income and surtax on the basis of a consolidated return.

We have

urged the enactment of such an amendment ever since the provision

for consolidated income tax returns was eliminated from the taxing
statute.

With the certainty that income and surtax rates will reach
the highest in the history of our country, it becomes more important

than ever that the net income of what is, in fact, a single enter

prise be determined and taxed as such.
or rate differential.

There should be no penalty

There is neither equity nor fundamental

soundness in imposing a penalty rate for the doing of what is the
only correct thing to do.

Our Government should be consistent.

For the benefit of investors, the Securities and Exchange Commission

insists that consolidated income statements be promulgated.
taxation authorities should do no less.

The

When one branch of govern

mental authority says one thing and another says something else, our

people are unnecessarily confused.
Consolidated accounting and taxation is the only true basis

and that method should be permitted.

(21)

The Code should give corporate
taxpayers the absolute right
to an extension up to three
months for the filing of tax
returns:
From time to time, in recent years, considerable difficulty

has been experienced in obtaining adequate extensions of time for
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the preparation of tax returns.

While it is appreciated that tax

payers should not be able to take undue advantage of the right to
extensions, nevertheless the taxpayers’ problems must also be
considered, particularly in the light of recent developments in

respect to tax legislation and audit procedure.

It is not customary to close a taxpayer’s accounts until the
accountants have completed their examination, and by reason of the

recent extension of audit procedure adopted by the accounting profes
sion, the time required for this work has been extended.

In addition,

the data required for tax returns have increased, the determination
of income-tax liabilities has become more difficult and corporations

are now required to file excess-profits-tax returns.
Furthermore, accounting organizations, both public and

private, are now severely handicapped through loss of personnel re
sulting from inductions into the Armed Services, transfers to other

Government services, or to production activities.

Hence, extensions

of time are most necessary and will be more numerous than ever before,

The clerical job of handling extension requests is imposing a most
serious burden on the staffs of the Collectors of Internal Revenue

which must consider all requests, act upon them, and keep appropriate
records thereof.
To alleviate these difficulties and to remove a source of

great irritation to many taxpayers, it is recommended that the law
provide that all corporate taxpayers be automatically entitled to
take an extension up to three months for the filing of any tax re

turn merely by filing a tentative return and paying one-quarter of

the estimated tax.

Further extension up to an additional three

months should be allowable by the Commissioner as at present.
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This suggestion is confined to corporate taxpayers as it is

believed that the same conditions are not equally applicable to the
accounts and returns of individual taxpayers, and in the few cases
where that may be necessary, extensions should be available in the

usual manner upon application to the Collector.

It goes without saying, of course, that should the taxpayer
fail to pay at least one-fourth of the tax as finally determined,

interest should be payable on the deficiency, as at present.

(22)

Personal Holding Companies:

The Tax Adviser to the Secretary of the Treasury has made
certain recommendations with respect to the taxation of personal
holding companies.

We approve the changes recommended but urge three

further amendments.
Section 506 contains certain provisions relating to

deficiency dividends.

Often the status of the finances of the

personal holding corporation at the date that a deficiency is de

termined is such that the actual cash payment of dividends to take
up the prior deficiency is not possible without seriously disturbing

the financial status of the corporation. Sometimes, also, the absence
of accumulated earnings prevents the payment of a deficiency dividend

that would be taxable in the hands of the recipient.

For example:

If a corporation had an accumulated deficit at the beginning of the
year in which a deficiency is finally determined for some prior
year and that corporation distributes all of its earnings of that

current year, as it is expected to do, it cannot possibly pay a
further dividend that would qualify as a deficiency dividend.

In

other cases, the cash may not be available to make the payment even
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if accumulated earnings technically exist.

We urge, therefore, that

the statute be amended to permit the application of the consent
dividend provisions to deficiency dividends in the same manner as has
been suggested with respect to dividends of the current year prior
to or during which no net earnings have accumulated, upon the filing
of appropriate agreements by all shareholders.

We further recommend that the provisions of Section 506 (f),
denying the benefit of the deficiency dividend credit if the closing

agreement, etc., contains a finding that any part of the deficiency
is due to fraud with intent to evade tax, or failure to file the
return within the proper time, unless it is shown that such failure
is due to reasonable cause and not to willful neglect, be modified

and confined only to cases in which it is found that any part of the
deficiency is due to fraud with intent to evade tax.

Cases have

arisen with respect to personal holding companies in which personal
holding returns were not filed--sometimes because of ignorance, and

sometimes because of the fact that administrative theories with

respect to what constitutes personal holding company income have
changed.

In numerous cases, the Commissioner of Internal Revenue

has refused to concede that the failure to file the return on time

was due to reasonable cause and not due to willful neglect, though
the circumstances were not such that the taxpayer should, in all
fairness, be denied the right to a deficiency dividend credit.
Because the circumstances which could lead to a penalty for
delayed filing, are generally not serious and involve no elements

of fraud, the further penalty of a denial of the right to the
deficiency dividend credit is fundamentally unjust.

The aggregate

penalties might well exceed the fraud penalty in the case of an
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ordinary corporation.

Hence, we urge that the provisions of Section

506(f) be limited to cases in which any part of the deficiency is

due to fraud with intent to evade tax.
A third new amendment that we now suggest relates to the
deduction of Federal income tax and surtax.

Under administrative

practice, these deductions are now allowed when paid or accrued

according to the method of accounting employed.

In most cases the

method of accounting was adopted years before the Personal Holding
Company taxes were imposed.

For the regular items of income and expense either method

produces a result that is not distorted as the overlaps at the

beginning and end of the year do not, as a rule, vary much, but the
frequent, substantial changes in tax rates and tax liabilities re

sult in a serious distortion unless the tax charges are deducted from
the income to which they apply.

When such corporations are required

to continue a cash accounting method there is a one year lag in the

deduction of income taxes.

The funds required to pay the same must

be retained for that purpose and cannot be distributed.

The Treasury

Department would certainly have cause for complaint if as the result
of distributing all the years earnings before the tax thereon, the
corporation became unable to pay its income tax.

To meet this

difficulty and correct the inequitable situation now existing we

urge that the law be amended to permit the deduction of the Federal

income tax and surtax on either the cash or accrual basis, as the
taxpayer may elect, regardless of the method of accounting otherwise

employed.

Similar treatment of foreign tax credits is permitted.
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(23) Capital Stock Tax should
be repealed:
This Committee has advocated for some years past that the

capital stock tax law be repealed or, if not repealed, annual re

declarations of value should be allowed.

We repeat that recommenda

tion.
To the basic argument that the tax is unfair and un
scientific, and requires businessmen to speculate, for tax purposes,
may now be added the argument that the revenue derived from it, not

gross but net after taking into account the fact that the capital
stock tax and related declared value excess profits tax are deductible
in determining the regular income and excess profits taxes, must be

negligible.
While it is true in theory that "deficit" companies will

pay no income tax or declared-value excess profits tax, it is our
experience that such companies pay no capital stock tax of consequence

either.

Furthermore, business conditions make the tax vicious in
its effect in some cases.

Many corporations engaged in civilian

production or business declared values last year in the expectation

that their earnings would continue.

They now find that, as a result

of priorities and restrictions, they have been practically forced

out of business.

To this loss of earning power must be added the

continued requirement, if the law remains unchanged, to pay a
capital stock tax, based on expecting to operate in a normal way.

Conditions today make it impossible to gauge the future possibilities.
Those who underestimate future earnings and, even those who estimate
correctly and pay high capital stock taxes, pay very little net after

such amounts are allowed as deductions for other tax computations.
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On the other hand, those who are forced to cease operations or
operate at a loss in some new ventures must continue to pay a capital

stock tax based on an earning power that has been taken away from

them.
We, therefore, again urge that this tax be eliminated.
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IV. RELATING TO THE CORPORATE EXCESS PROFITS TAX
(24)

The disclaimer sub-section (712(c))
should be eliminated
Section 712(a) provides that the tax shall be computed

under either the income or credit method, whichever results in the

lesser tax but if, in order to save inserting a few figures on the
return, the taxpayer disclaims the use of one of the methods, that

so disclaimed cannot be used in computing the tax for that year.
Confusion has arisen since the computation of the credits

was changed by the Revenue Act of 1941, and the new methods made

For example,

applicable to 1940 for computing the unused credits.
it may be asked:

What is the status of the taxpayer who, paying

no tax, disclaimed the use of a credit method which, under the 1941

amendments, produces the larger unused credit?
Moreover, there is surely no sound reason why any taxpayer
should be placed in a position where he does not obtain the benefit
of the largest credit the Law allows, since it was clearly intended

to permit the use of the more favorable credit method:

there should be no strings attached to that right.

certainly

The increased

tax rates adopted in 1941 and the further increases now under con
sideration may result in a penalty, if errors in computation lead
to the disclaimer of one of the credits which, if correctly computed,

would result in the lesser tax.

The Law is complicated in the

extreme, there are many uncertainties, and opinions on the effects

of facts and figures enter into many of the results and, hence, no

taxpayer should be placed in a position where an inadvertent
"disclaimer” might lead to a ruinous penalty.

The alert, well-
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informed taxpayers simply do not disclaim:- those who, not so well
advised, elect to disclaim should not be penalized for making an
error.

We urge, therefore, that sub-section 712(c) be eliminated.

(25)

The provisions for the computation of
excess-profits taxes for periods of
less than twelve months should be
revised to eliminate unjust hardship
and the possibility of tax avoidance:
The provisions of the excess-profits-tax law with respect

to the determination of excess-profits taxes for periods of less

than twelve months will result in either an unjust hardship or tax

avoidance.

This matter is covered by subsection 711(a)(3) which

applies in cases where the taxable year is changed, so that for

the period of the change a return for less than twelve months is
required, in the case of newly organized corporations adopting a

fiscal-year ending less than twelve months after organization and

last returns of liquidating corporations.

The requirement that

the income be placed on an annual basis will produce an equitable

and fair tax only if it be a fact that the income for the short
period is a ratable portion of normal earnings for a full year.
Should such short-period earnings be in excess of the average rate
per month, the tax will be excessive and unduly burdensome.

Should

the earnings be less, a way for avoidance of tax is open.

During recent years there has been a definite tendency and
trend on the part of business in general to adopt fiscal years that

coincide with the natural business year, instead of the calendar

year.

Altogether, 21,861 taxpayers made such a change between
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July 1, 1935 and January 1, 1942 but the rate has declined material
ly in the last two years, possibly because of the causes herein set

forth.

This change has been fostered, not only by the accounting

profession, but by business organizations generally, and particular

ly the Securities and Exchange Commission, which supports the use
of a natural business year in the interest of providing security

holders and prospective investors with the more informative state

ments and earnings reports that the use of the natural business year

for accounting purposes makes possible.
Many businesses are seasonal, and when changes in fiscal
years are made the income for the short period is usually consider
ably in excess of a ratable portion of the year’s earnings because

the proper fiscal year end should coincide with the end of the
active business season; thus including, as a general rule, the

profitable period of operations.

A typical illustration is that of

a corporation operating a winter resort business, the season for

which ends in mid-spring, say May 31st.

Practically all the income

of such a corporation will be derived from operations during the

first five months of the year.

During the remainder of the calendar

year, the corporation may be lucky to "break even,” particularly
as during the last few months of the calendar year it is likely to

be incurring substantial expenses in the nature of getting ready
for the next year’s seasonal operations.

To illustrate the effect

of section 711(a)(3) as at present and as herein proposed, assume

the case of a corporation engaged in such a business and earning
during the five months ended May 31st, a net income for excess
prof its-tax purposes of $66,000.

Assume further that it has an
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invested capital of $500,000 upon which it is entitled to an exemp
♦
tion rate of 8 per cent. Such a corporation may earn little or
nothing during the remaining seven months of the year, and for this
illustration we assume that the remaining seven months produce

neither net gain nor loss.

If it continued for the full calendar

year, its tax, on the figures given, would amount to $10,550.00,
but under the provisions of section 711(a)(3), if it should change

to a natural business year, ending May 31st, it would be required to
pay a tax of $27,170.83.

(Tax rates proposed by the Secretary of

the Treasury are used in these computations.)
such a result is most inequitable.

A law that produces

Conversely, if the income for

the short period should be less than the annual average, too low a
tax will be payable.
To remedy this, we suggest that the law be modified to

provide that in the case of a period of less than twelve months
there be added to the income for the short period the income for the
remainder of the full twelve-months’ period, taking the months im
mediately following the end of the short period; that the tax be

computed on the basis of that twelve-months’ income, and that the

amount payable for the short period be such proportion of the tax
on the twelve-months’ income as the amount of the income for the
short period is of the income for the twelve-months’ period.

If the income for the short period be the same as for the

year, the full tax thus determined would be payable and, if the
income for the short period be greater (because a net loss was sus
tained during the balance of the year), there would be payable an

excess-profits tax, computed at the same average rate on the larger
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short-period income as results from the full year computation.

The following is a summary of the excess-profits tax that
would be payable under this proposal compared with what would be
payable under the existing method, in the case of a corporation

changing to a fiscal year ended May 31st, earning during that period
$66,000 on an average invested capital of $500,000, and assuming

operating results for the remaining seven months as shown below:
Operating results
for the remaining
seven months

. .No gain or loss
(Year’s net $66,000)
(B)
Profit of $11,000
(Year's net $77,000)
(C).........Loss of $6,000
(Year’s net $60,000)

(A)

.

.

.

Excess-profits
tax under
existing method

Excess-profits
tax under proposed amendment

$27,171

$10,550

27,171

14,228

27,171

8,250

Such a change would present no complications and would
not reduce revenues, but, if anything, is likely to increase
revenues.

Obviously, a corporation that would be required to pay

an excessive tax, under the present law, will not change its fiscal
year; while one that might pay a lesser tax, under existing law,
will not be reluctant to request permission to make such a change.

Under the change proposed the latter will pay more tax.

On the

other hand, the continuance of the present provision will probably

stop completely the very desirable trend of business corporations

towards the use of a natural business year for accounting and other
purposes.
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The base-period earnings should
include income later realized but
attributable to the base period
(section 711):

One of the serious abnormal situations arises out of the

fact that in many instances income which was really being earned
during, and attributable to activities or expenditures of the base

period was not derived, from a tax point of view, until after the
close of the base period; hence, the base period includes all the

expense but none of the income.

Some relief may be obtained by

excluding some of the abnormal expenses during the base years, but
that is meaningless in the case of a taxpayer having no income from
other sources.

Even if the taxpayer had income from other sources,

a reasonably fair result does not obtain if there is not included

in the base period the income really attributable to its activities.

The illustration of the long-term contracting corporation
reporting on a completed-contract basis is in point.

Assume, for

example, a three-year contract covering 1936, 1939, and 1940 (and
no other income or contracts during the same period).

If it earned

$,k 300,000 profit, the entire amount falls into normal-tax net income
for 1940.

Under section 721 a part, say two-thirds, of the income

may be excluded for 1940 excess-profits-tax purposes.

But though

it really earned $100,000 during each of the years 1938 and 1939,

it is credited with no income for those two years.
On the other hand, a contractor otherwise similarly circum

stanced, but reporting income for tax purposes on a partial

completion basis, would report $100,000 for excess-profits-tax pur
poses in 1940, but would have $100,000 of earnings for each of the
years 1938 and 1939 on which to base the excess-profits income credit.
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intended that any abnormal income collected during the excess-profitstax years, but attributable to the base-period years, should be
added to the base-period income, for the purpose of determining the

credit.

The law, however, does not clearly indicate that that

should be done, and the Commissioner of Internal Revenue has provided
in his regulations that the base-period income is not to be adjusted

by and in respect of abnormal income attributable thereto, but de

rived in later years.
In the interest of a more equitable law, we urge that the

intention of the Senate as expressed in its report be carried out by

an amendment to the statute.
The use of annual accounting periods and the technicalities
relating to when income accrues or expenses are deductible for tax

purposes often result in picking up income in a year other than
when the expense or activity creating it occurred.

With so much

emphasis placed on normal earning capacity, as reflected by earnings

during the base period, including the proposed corporate surtax,
equity requires that all income attributable to base-period expendi
tures or activity be included in the base measure.

Specifically,

then, we recommend that the statute be amended to provide:

1. That any abnormal not income, eliminated from excessprofits-taxable years under section 721, because attri
butable to base years, be added to base-period income;

2. That such addition be reduced by:

(a) the amount of any similar abnormal net income

otherwise includable in the base period but at-
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tributable, on the some basis, to other years,
and

(b) the amount of any abnormal expense of the base

period, relating to such income, disallowed under

the provisions of section 711;
3. That the net result of item (1) minus 2(a) and (b)
shall not, in any event, be less than zero.

Conceivably such a readjustment could materially affect
the tax liabilities of intervening years, if the abnormal income

were derived after 1940 in, say, 1945.

If the income-credit method

were, or could have been used for the intervening years

the tax would have been overpaid.

(1940-1944),

Our taxing scheme and budget

method does not provide for recoveries of taxes actually payable,
for the particular year involved, because of later developments.

We can meet that difficulty by providing that any readjustment of

prior-year liabilities shall merely result in a reduction of the
tax liability in the year the abnormal income develops but a minus
result would merely result in no tax for that year.

Call the result a credit against excess-profits tax (as a

section 734 tax) and if not absorbed in that year it should be

available for use in the later years.

In any event it need not

affect the taxes previously paid--only those to be paid in the

future.

(27)

Casualty losses other than of
the taxpayer's own property
(section 711):

Section 711 (b)

(1)

(E) provides for the adjustment of
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losses sustained through casualties, etc., to the extent not com

pensated by insurance.

The Code does not clearly indicate whether

losses for personal injury or items other than loss of, or damage
to, the taxpayer’s own property, which are the result of a casualty,

are included in the scope of the adjustment.

It is the intent of

the statute that base earnings be not reduced by casualty deductions.
If not, it ought to be, and hence we recommend that section 711 (b)

(1)

(E) be amended to indicate clearly that the items described are

included in its scope.

(23)

Increases in borrowed invested
capital should be recognized
under the income-credit method
(section 713):
Provision is made in the law for an adjustment of the

credit under the earnings method when a corporation increases or
decreases its paid-in capital.
not go far enough.

This is proper, but the Code does

A corporation which issues bonds or in some

other manner increases its borrowed capital should be entitled to
the same consideration.

It is entitled to an increased credit under

the invested-capital method.

As long as borrowed capital is recog

nized as a basis for credit, it ought to be recognized under both

credit methods.

We recommend that section 713(g) be amended to take into

account, under the earnings method, one-half the increased borrowed
capital as a capital addition coupled with, of course, a disallow

ance of one-half the interest on the new borrowed capital.

De

creases in borrowed capital should also be taken into account.
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(29)

The capital-additions credit
allowance should be based on
the average capital during
the base period (section 713):
Under the existing law the base-period income is increased

by an 8 per cent allowance only on capital paid in after January 1,

1940, even though the total paid-in capital as of that date was

not available during the base period because it was not paid in
until after the base period commenced—perhaps as late as December,

1939.

Thus such capital develops inadequate credits under the in

come method because it is not recognized as a capital addition and
it was not available to produce income during all the base period.

Section 722 will not relieve this situation unless the new capital
had been converted into income producing assets before January 1,

1939*

The foregoing can be corrected by cither of two changes.

One would be to recognize as a capital addition under section 713(g)
the difference between the equity capital paid in as of January 1,

1940 (or the appropriate fiscal year date), and the average during

the base period.
A second, and simpler method, would be to add to the base

period income a constructive income, at the annual rate of 8 per
cent, on the capital paid in during the base period, for the time
elapsed between the beginning of the base period and the day on

which the new capital was acquired.

Capital reductions should

result in comparable reductions of the credit.

We recommend the method last suggested as being one which

will accomplish substantial justice in a simple manner.
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(30)

Inactive corporations should
be entitled to a constructive
income (section 713):
The statute adequately provides for corporations that

were organized during the base period by permitting them to use, in

computing the income-method credit, a constructive income represent
ing a percentage of the invested capital at January 1, 1940.

No

such constructive income is allowed to corporations which were or

ganized prior to the base period, but were inactive during all or

part of it, or for the inactive period of corporations organized

during the period but some months prior to the actual commencement
of operations or acquisition of capital.
Inactive corporations (new or old) should bo given the

right to assume a constructive base-period income during the period
of inactivity in the same manner as new corporations are allowed a

constructive income for the period prior to incorporation.

(31)

Capital reductions should be
offset by decreases in
inadmissible assets (section
713):

Section 713(g) requires that the capital additions, for
which credit is allowable in computing the excess-profits credit

based on income, shall be reduced for any increase in the invest
ment in inadmissible assets.

That is sound, but it is noted that

in the case of a reduction in capital, through a distribution to

shareholders that is not out of earnings and profits, no comparable
adjustment is allowed for a decrease in the investment in inadmis

sible assets.

Thus, for example, if a taxpayer corporation should

acquire shares of stock of a domestic corporation as additional
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capital, it receives no credit for a capital addition; but if it
should distribute shares of stock of another domestic corporation

and the distribution be one that is not out of earnings and profits,
it would be charged with a capital reduction, although its excess
profits taxable income would not be reduced inasmuch as the dividends

from such stock are not taxable.

The same result would obtain if

the corporation should sell the stock of the other corporation and

distribute the proceeds.
We recommend, therefore, that appropriate adjustments com

parable to those contained in section 713(g) be allowed for a de

crease in inadmissible assets as an offset against any capital re
duction.

(32)

Stock issued for debts or
services should be definitely
includable in invested capital
(section 718):

Section 718 allows the taxpayer to include in the deter
mination of invested capital money or property paid in for stocks

While the issuance of stock for services or in settlement of a

liability should increase invested capital, the statute does

specifically provide for that, and the regulations of the Commis
sioner of Internal Revenue carefully refrain from removing the un

certainty in that respect.

We believe that any doubt that may

exist should be removed by a statutory amendment stating that the

term "property" is intended to include the value of services
rendered and the amount of debts liquidated through the issuance
of shares of stock or paid in as a contribution to capital.

54 (33)

Adjustment for earnings of
a predecessor (Section 718):
The present provisions of section 718 (b)

(3) requiring a

reduction in invested capital for the accumulated earnings of another
corporation are so written that an interpretation requiring the
deduction of a deficit is possible.

It seems clear from legislative

history that this section was only intended to prevent an improper
duplication of invested capital, but a technical interpretation,

disregarding that intention, is conceivable.
In order to explain how such an interpretation might af

fect invested capital, an actual case is presented by way of illus
tration.

Company A was organized as successor to company 3 and ac
quired its properties in a tax-free reorganization under which the

accumulated earnings of the predecessor carry over to A under the
Sansome rule.

The tax basis to B of these properties was $4,000,000,

represented by $2,500,000 in earnings and $1,500,000 in capital

stock.

Since the reorganization, company A’s operations have re

sulted in an operating deficit of $800,000.
Computation of A's invested capital under a possible tech

nical interpretation of section 718 (b)

(3) might be as follows;

Basis of property paid in at reorganization ..........
Accumulated earnings:
Earnings of B taken over ............... $2,500,000
Less deficit of A since organization ...
800,000
Reduction under section 718 (b) (3) ...................
Equity invested capital ..............................

$4,000,000

1,700,000
$5,700,000
2,500,000
$3,200,000

The result of the above computation is, in effect, to
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which is contrary to the theory of the statute.

Such would not have

been the result of the form of the provision in the second revenue
act of 1940 as it first passed the House.

The Senate Finance Com

mittee report states that the changed form was merely intended to

simplify the form without changing the substance.

We recommend that section 718 be amended to make it clear

that the reduction required for a predecessor’s surplus shall be
limited to the amount of accumulated earnings included, as such, in

invested capital.

This would prevent an unfair and unintended (as

is apparent from the several committee reports) interpretation of
the statute resulting in a determination of invested capital as
illustrated above.

(34)

Distributions of property
(section 718):
Under section 718 (b) the taxpayer is required to reduce

invested capital for any distributions of property.

When such a

distribution is made, the taxpayer might compute the amount thereof

at the market value of the property at the date of distribution, the
basis for loss, or some other basis; the statute does not indicate
which is proper.

The recommendation is made that the statute pro

vide which basis is to be used in making the reduction.

We further suggest that the value of the property distri
buted (which must be determined in connection with the tax liability
of the recipient) be treated as a reduction of invested capital

(paid-in or earned as the case may be) and that the difference be
tween that value and the basis for determining loss, if the latter
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be larger, be treated as a charge against accumulated earnings (or

increase in deficit), and if the value at distribution exceeds the

basis for determining loss, the difference between the two amounts
should be added to accumulated earnings (or deducted from deficit).
This will place the taxpayer corporation, so far as invest

ed capital is concerned, in the same position as if it had sold the
property and distributed the proceeds.

Fundamentally, that should

be the result, even though gain or loss is not recognized to the
corporation on the distribution.

(35)

Section 718(b) (1) relating to
distributions in previous
years should be clarified and
limited to dividends that have,
in fact, been treated as returns
of capital:

This section requires that equity invested capital be re
duced on account of any distributions made prior to the taxable
year, which were not out of accumulated earnings and profits.

Taken

literally, that requirement is sound because distributions out of
earnings and profits will have reduced the accumulated earnings and

profits as of the beginning of the year, and other distributions
would constitute a return of capital and therefore should reduce

the capital paid in.

Normally, such distributions would have been

accorded similar treatment in the tax returns of the recipients.
Confusion arises however, in respect of distributions
since the effective application of the Revenue Act of 1936.

Prior

to that time, decided cases had established the principle that
current earnings must first apply against, and eliminate, an ac

- 57 -

cumulated deficit at the beginning of the year before any income
was available for distribution as earnings taxable as a dividend.

The 1936 Revenue Act and later acts provided that any distribution
during the year was out of current earnings to the extent of the

current year’s earnings, regardless of the existence of a prior

accumulated deficit or the amount of earnings at the date of dis
tribution, and such distributions since that time have been taxed
to the recipients as distributions of earnings rather than as dis

tributions of capital.

That provision of the statute (Section 115),

however, merely deals with the taxability of the distribution to
the recipient and makes it, for that purpose, a distribution of
earnings.
As a general proposition of law, however, it is not clear

that such distributions are in fact distributions out of accumulated

earnings to be so treated in determining invested capital under the

provisions of Section 718.

Perhaps it could be held that such

distributions were not out of accumulated earnings and profits and

hence must be deducted in the Section 718 computation.

The regula

tions do not dispose of the uncertainty.
A further complication and an inequitable result arises

in numerous situations that have come to our attention wherein

dividends in prior years have been treated as taxable distributions,

rather than returns of capital, in the tax returns of the share
holders, although an analysis of the accounts, in the light of the
law as it has since been finally interpreted, now indicates that

some of such distributions may have been returns of capital, and
hence should not have been treated as taxable distributions in the
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These circumstances arise for several

reasons:
(1)

Many years elapsed before the Courts finally
held that current earnings had to be applied

against accumulated deficits and no distri

butions could be out of earnings until the
deficit had been completely eliminated.
(2)

It was a common practice, in the case of

affiliated groups filing consolidated re
turns, to determine the taxability of

dividends paid to outside shareholders on

the basis of the consolidated earnings,
though, in the absence of dividend payments
between affiliates which were not taxable

anyway, the issuing company may not have

had an accumulation of earnings.
(3)

Years elapsed before there was any attempt
to determine what constituted accumulated

earnings for tax purposes and the extent to
which it may differ from book surplus or

earnings.

For these reasons, many thousands of dollars were distri
buted in dividends, regarded as taxable distributions as though out

of earnings and profit, and so taxed in the returns of the recipi
ents.

It would be unfair and inequitable to now treat these dis

tributions as being returns of capital which must be deducted in

computing invested capital, regardless of whether a deficit or
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surplus existed at the beginning of the taxable year.
The treatment of any distribution makes no difference in

the case of companies having an accumulation of earnings at the

beginning of the excess profits tax taxable year, as such prior

distributions would constitute either a reduction of accumulated
earnings or a deduction under Section 718 (b)(1), though it has
been suggested that under a technical interpretation the 713(b)(1)

deduction may be required even though the distribution has already
served to reduce accumulated earnings.

In deficit cases, however,

if such distributions are regarded as a distribution of capital

rather than earnings, the invested capital will be reduced.

If

treated as earnings distributions, the deficit from operations,
otherwise sustained, is not affected by such distributions,

The

deficit would thus be greater, but invested capital is not reduced

thereby.

On the other hand, if they are regarded as a distribution

not out of accumulated earnings, invested capital must be reduced
under Section 713(b)(1).

Inasmuch as it is the obvious intent of the statute to

compute invested capital on the basis followed for income tax
purposes and as distributions under the circumstances herein out

lined have been treated for income tax purposes as a distribution
of earnings, we recommend that the statute be amended to provide
that such distributions should be deducted, under Section 713 (b)

(1), only to the extent they were treated by shareholders as
returns of capital.
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(36)

Reorganization of deficit
corporations (section 718):
It is the obvious intent and fundamental theory of the

excess-profits-tax law, as well as the income-tax law, to place

corporations, succeeding to the assets of a predecessor owner through
a nontaxable reorganization, in the same position as the predecessor
would

have occupied had it continued in existence.

The assets ac

quired in such a transaction carry forward at the tax basis to the
previous owner, not only for income tax but also for invested capital.
However, the statute falls short of accomplishing a complete carry

forward result in cases where the predecessor owners had sustained

operating deficits.
A typical illustration is the case of a corporation that

suffered a series of reverses as the result of which it had lost half

of its capital originally paid in.
$1,000,000 and the deficit $500,000.

Assume that capital to have been

That left it with net assets

having a tax cost of $500,000, possibly worth more.

Its financial

difficulties necessitated reorganization, and as a result a

corporation was organized to take over.

Such new company is required

to treat as capital paid in only the tax-cost basis of the assets it

acquires, $500,000 in the illustration, and that becomes its invested
capital.

Had the predecessor corporation continued, it would have

been entitled to invested capital of $1,000,000, being the amount
originally paid in.
To put the new company in the same position the predecessor

would have occupied, had it continued, we recommend that section 718
be amended to include as part of the equity invested capital of

transferees taking over substantially all a transferor’s assets at

the latter’s basis, the amount of the deficit of the predecessor
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corporation at the date of the reorganization, with the further
provision that the accumulated earnings of the successor corporation,

accumulated after the reorganization shall be reduced by the amount
of such deficit but not to less than zero.

This will give the

successor corporation a minimum capital equal to the capital paid in,
either to the predecessor prior to the reorganization or the suc

cessor corporation subsequent thereto, and at the same time will re
quire that any earnings subsequent to reorganization be first applied

against the then accumulated deficit.

(37)

The adjustments required for
so-called "gain” or "loss” on
tax-free liquidations are not
sound, and should be modified
(section 718):

Subsections 718 (a) (5) and (b) (4) provide for making
certain adjustments in the case of tax-free liquidations under the

provisions of section 112 (b) (6).

The reference to such adjustments

as "gain” or "loss” on liquidations is a misnomer because they are
in fact neither gains nor losses.

A typical illustration is the

case of a corporation acquiring the stock of another company for

$1,000,000 cash, the other company having assets on a tax-cost basic
aggregating only $500,000 (but worth $1,000,000).

Assuming that dur

ing the period of ownership the acquired company distributed all its

earnings up to the date of liquidation, we then find that at the date
of liquidation the same situation remains, namely, the acquiring com

pany has a cash investment in the stock of the other company aggre
gating $1,000,000 while the acquired company has assets having a tax
cost basis of $500,000.

By reason of liquidation, the acquiring

company must reduce its invested capital by $500,000, and this even
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though it may have, in fact, realized a gain if the assets it re

ceived on liquidation were worth more than $1,000,000.

is unsound and inequitable,

Such a result

While it might be correct to prevent an

increase or decrease in invested capital with respect to any gain or

loss actually realized but not recognized for tax purposes, it is
incorrect to require an adjustment for what is not, in fact, gain or
loss.

This inequity is brought out clearly by a consideration of
the regulations relating to consolidated returns.

In these regu

lations is set forth a very sound and equitable formula for the

elimination of intercompany investments in consolidated returns.
These regulations produce an invested capital, in consolidating for
tax purposes, that should be determined as the result of an actual
consolidation through the elimination of subsidiary corporations.

That, in result, is the purpose of consolidated computations.

In

the illustration assumed before, the application of the principles
of Consolidated Returns Regulations, would result in neither in

crease nor decrease in the invested capital of the parent or ac
quiring company—which is as it should be.

We recommend, therefore,

that the provisions of subsections 718 (a) (5) and 718 (b) (4) be
modified to require the making of additions and reductions in accord

ance with the formula prescribed by Consolidated Returns Regulations

110, section 33.31 (b)(IV)

and (V).

(38) Adjustments of earnings and profits
under Section 718 should be consolidated:
The form in which Section 718 was finally enacted does
not properly tie in the related adjustments of earnings and profits.

It would seem that a dumber of adjustments specifically provided for
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manner in which they are dealt with does not accomplish that result.

For example, Section 718 (a) (4) provides for including in equity in

vested capital the accumulated earnings and profits, as of the begin
ning of the taxable year.

Should there be a deficit then, nothing

would be included, but likewise there will be no deduction.

Subparagraph (5) then provides for an addition of an amount
equal to the so-called gain on a tax-free liquidation, which gain is

added to equity invested capital even if there should have been a sub
stantial deficit, otherwise accumulated.

Thus, one type of gain is

added to equity invested capital eVen though a deficit is not

deducted.
Similarly, subsection(b) (4) provides for a reduction

equity invested capital on account of the so-called loss on a tax-

free liquidation, but limits the amount of the reduction to the ac
cumulated earnings and profits as of the beginning of the year.

That

as it should be, but the application of the provisions of sub

paragraphs (b) (2) and (3) might have fully eliminated the accumulated
earnings.

Nevertheless, a further deduction would have to be made

for the so-called loss on the tax-free liquidation.

Furthermore, if there should have been accumulated at the
beginning of the year a deficit rather than earnings, no reduction
would be required under subparagraph (b) (4) in respect of the loss

on a tax-free liquidation, but at the same time a gain on another

tax-free liquidation could be added to equity invested capital.
We urge, therefore, that the provisions of subparagraphs
(a) (4) and (5) and (b) (2), (3), and (4) be combined in the determi

nation of the single item of earnings and profits at the beginning of
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or a net deficit, be ascertained; that the resulting net accumulated

earnings, if any, be included as part of the equity invested capital

and that there be no deduction if the net result should be a deficit
in accumulated earnings.

(39) New Capital:

The provisions of the Revenue Act of 1941, which add to the
invested capital computation a special allowance for new capital, are
not properly coordinated, and the adjustments and limitations product

a result that is not in accord with the indicated legislative intent.
To produce a proper result, we urge that the new capital provisions
be modified in three respects;

(1)

The deduction from new capital for increases

in inadmissible assets is not coordinated

with the exclusion from new capital of cash
or property received under a Section 112

reorganization transaction, or from any

other member of a controlled group,
(2)

The limitation on new capital is not coordin

ated with the provisions of Section 718 re
lating to adjustments that affect accumula

ted earnings.
(3)

The provision in the limitation of new capital
that earnings be computed without regard to

distributions after January 1, 1941 produces
an incorrect result.
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These shortcomings can be readily illustrated.

As to the

inadmissible asset adjustment, it is provided that the increase in
inadmissible assets shall be deducted from the recognized new capital

though such increases may have resulted from the receipt of nonrecognized new capital.

To take a simple case:

A corporation might

receive $500,000 of admitted new capital and $500,000 of additional
capital from another member of a controlled group, which is not

recognized.

Of the $1,000,000 of new capital thus received,

$500,000 might be invested in inadmissible assets.

Under the pro

visions of the statute, it becomes necessary to reduce the $500,000

of admitted new capital by the increase of a like sum in inadmissible
assets which may have been received from a controlled corporation or
through a "reorganization” and, hence, not recognized in the first

place.

This would leave no new capital though $500,000 of outside

new capital and admissible assets has, in fact, been paid into the

corporation.

This difficulty can be overcome if it be provided that

the increase in inadmissible assets be reduced by the non-recognized

new capital and only the balance deducted from recognized new capital.
In determining the limitation on new capital, the equity

invested capital, plus borrowed capital, as of any particular date is

compared with the equity invested capital, plus borrowed capital, as
at January 1, 1941.

Assuming no change in accumulated earnings, a

switch from borrowed capital to invested capital would thus produce

no new capital allowance, inasmuch as the sum of the two would be the

same and the limitation amount, which is the difference, would be
zero.

However, if an adjustment for a liquidation under Section

112 (b) (6) should have occurred during the interval, the adjustment

thereof would affect the equity invested capital and, in turn, the
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To illustrate:

If a corporation, having $4,000,000

equity capital on January 1, 1941, switched from $3,000,000 of
borrowed capital to $3,000,000 of equity capital but realized a
Section 112(b) (6)

liquidation gain of $2,000,000, the limitation

would permit the recognition of new capital in the amount of
$2,000,000, as will be seen from the following application of section

718(a)(6)(E) (assuming no earnings or dividends during 1941):
Equity Capital at January 1, 1941, consisting
of balance January 1, 1941 of $4,000,000,
plus $3,000,000 conversion of bonds into
stock, plus $2,000,000 "gain" on 112(b)(6)
liquidation
$9,000,000

Less - Equity Capital January 1,
1941
$4,000,000
Borrowed Capital January
1, 1941
3,000,000
Total
New Capital permitted under limitation

7,000,000

$2,000,000

Conversely, a loss through a Section 112(b)(6) liquidation
would have the opposite effect.

This difficulty will be readily over

come if our previous recommendation that all adjustments intended to
affect accumulated earnings, including the adjustment for gain or

loss on liquidation under Section 112(b)(6), now covered by Section

718(a) (5) and (b) (4), be combined in the determination of the

single item of accumulated earnings and the result used for the

purpose of Section 718(a)(6).

Under such circumstances, the ad

justment now provided in Section 718(a)(6)(E) (II) would correct the
effect, on equity invested capital, of the adjustment for gain or
loss on a Section 112(b)(6) liquidation, as well as the other ad

justments.
The third suggestion relates to the requirement that the ad
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to distributions made in taxable years beginning after December 31,
1940.

While that computation will adequately prevent a loss from

influencing the limitation computation for the first year, it will

improperly reduce the limitation and, hence, the new capital, if the
loss year is followed by a profit year and some, or all, of such

profits are distributed.

This difficulty can be corrected if the

adjustment for the difference in accumulated earnings and profits
were computed with, rather than without, regard to distributions
made in taxable years beginning after December 31, 1940.

The

parenthetical clause in the aforementioned subsection should, there

fore, be eliminated.

(40)

Abnormal net income (exceeding
125 per cent of prior fouryear average) should be com
puted on a net basis (Section
721):
In March, 1941, Section 721 was amended in two respects.

The amount of abnormal income, when the receipt of some income of the
class was normal, was defined as the excess over 125 per cent of the

prior four-year average.

This elimination of the "grossly dispro

portionate” provision made for certainty.

At the same time it was

provided that abnormal gross income be reduced by direct costs and
expenses, so that only the net could be made the subject of adjust

ment.
Though both changes were sound, they should have been

coordinated so as to measure the abnormal net income by the excess of
the current-year abnormal net income over 125% of the previous fouryear average net income of the same class.
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only sound accounting formula for eliminating abnormalities would

base all computations on the net income.

This would involve reducing

current-year gross income by (1) 125% of the average prior net income
of the same class, and (2) direct costs and expenses.

The remainder

should then be reallocated as the abnormal net income.

The dif

ference between the suggested formula and the method now provided is

shown in the following

comparative tabulations:

Present
statutory
method

(1)
(2)

1940 gross abnormal income................... $1,000,000
Less:
(a) 125% of prior-year average
gross income ($400,000) . . .
500,000
(b) 125% of prior-year average net
income ($400,000 gross less
$200,000 costs = $200,000

Suggested
method
(b)
$1,000,000

250,000

(3)
(4)

($)

Balance............................................................. $ 500,000
Less:
(a) Portion of current-year costs
of $400,000 (ratio or (2) to
(1) or 50%).......................
200,000
(b) All current-year costs ....

Abnormal net income to be real
located............................................ $ 300,000

$

750,000

400,000

$

350,000

The results of the suggested formula may be a higher or
lower abnormal net income depending on the expense ratios in current

and prior years.

It is sounder, however, in that it requires the de

duction of all current expenses, instead of only a part, and con
siders as the normal net income 125% of the prior-period average net

income rather than gross income.

The tax is based on net income, and

all adjusting computations also should bo based on net income.
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The provisions of section 722
should he broadened and its
limitations removed
Section 722 provides a sound basis for relieving many of

the abnormalities which, under the regular statutory formula would

result in inequitably burdensome excess-profits taxes, and enactment
of section 722 of Supplement E was a step in the right direction.

We

believe, however, that its limitations should be removed.
The right to a redetermination of income under section 722

is limited to taxpayers whose first taxable year begins in 1940 and
apparently involves the redetermination of only the "taxpayer's"

own income.

It ought to apply to the determination of a component's

income regardless of when the taxpayer's first taxable year began.
Thus if corporation A, entitled to the relief provided by section

722, should be taken over in 1941 by new corporation B, under cir
cumstances making the provisions of sections 740-742 applicable,

the new taxpayer, corporation B, should be entitled to apply section
722 in determining the base-period income of component A--which A
could have done had it continued its separate existence.

do that, however, under the present statute.

B cannot

Furthermore, that

redetermination should also be permitted if B became successor to A

at any time after January 1, 1940.

The application of section 722 is limited to cases in which
the tax thereunder would be less than 90 per cent of the tax other

wise payable.

It was stated in the committee reports that this limi

tation was intended to avoid administrative difficulties dealing

with numerous cases involving small amounts of tax.

While such a

result may be desirable, the 10 per cent limitation and the corelated

addition to the section 722 tax of 10% of the tax before applying

section 722, may exclude from relief cases involving hundreds of
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thousands of dollars merely because the taxpayers involved are

otherwise paying high excess-profits taxes, so that even hundreds
of thousands of dollars may be less than 10% of the tax.

There is

no reason why a taxpayer who might be entitled to a tax reduction

of $100,000 under section 722 should be denied that relief merely

because the tax otherwise payable is $1,000,000 or more.

We urge, therefore, that the provisions of subsection (C)
(2) be amended to provide that the section shall not be applicable

unless its application would result in a diminution of the tax other
wise payable by more than 10 per cent thereof, or $5,000, whichever

is less.

This will prevent the application for relief in many coses

involving a few thousand dollars, but will not deny relief involving

many thousands of dollars because the taxpayer would otherwise pay

a high excess-profits tax.
We also urge that the limitation under which the tax must

exceed 6 per cent of the normal-tax net income and the requirement
that there be added to the tax computed under section 722, 10% of the

tax computed without the benefit of that section (subsection (d) be
eliminated.

It is proposed to increase the surtax, automatically in

creasing the tax rate of all corporations to 55 per cent.

Further

more, the normal-tax net income is not the basis for excess-profits

tax, and many items entering into its determination are excluded in
the determination of excess-profits net income.

subchapter E to tax excess profits.

It is the purpose of

Section 722 is intended to pro

vide one measure of determining excess profits, if any.

If under its

provisions no tax should be due because there are no excess profits,
then no tax should be required to be paid.

If the circumstances of

the taxpayer entitle it to relief, it ought to be granted without
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The cost of establishing the right to relief, plus the

penalties.

requirement to eliminate other abnormal income from base-period
income (not required under other circumstances) is penalty enough.

We urge, therefore, the elimination of subparagraph (c) (1) and
(d).

(42)

The provisions of Section 734 should
be modified and clarified:

The purpose of Section 734, to prevent either the tax
payer or the Commissioner from taking advantage of errors in prior

years or changes in opinions and decisions since the settlement
of prior-year tax cases, is sound, only if it is limited to the

prior year liability of the taxpayer or a predecessor to the extent
that it affects a carry-forward of the basis of a predecessor's

asset.

The form in which Section 734 has been drafted is in some

respects far too broad and in other respects too confined.

The

regulations issued thereunder make the confusion worse in that
they attempt to broaden still further the application of Section
734.

It will probably be necessary to redraft the whole section.

Hence, we do not propose specific amendments to the present form of

Section 734.
We do suggest that the fundamental principles involved

should be applicable only with respect to the following items,

transactions, or circumstances:

1.

With respect to the treatment of a particular
item of income or deduction in the determination

of a prior tax liability of the taxpayer.

2.

With respect to the treatment of an item in
the determination of the prior-year tax
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taxpayer, for excess profits tax purposes,
succeeds to the basis of property in the

hands of such predecessor owner.

3.

The treatment of a transaction with respect
to the taxability or non-taxability thereof
in determining the tax liability of the taxpayer.

4.

The treatment of a transaction, with respect to

the taxability or non-taxability thereof in de

termining the prior tax liability of a predecessor,
only when such treatment concerns the tax basis
of property to which the taxpayer succeeded by

reason of a later transaction requiring it to
use the predecessor’s tax basis, or with respect
to which the taxpayer’s basis is predicated

directly or indirectly on the tax basis of such
property to the predecessor owner.

The adjustment of prior-year tax, plus interest, when an

increase is involved, should be limited to the amount of excessprofits tax saved by reason of the inconsistent treatment of the
item or transaction and should enter into each succeeding year’s

excess-profits-tax determination on the same basis until full
adjustment has been made.

Thus, if correction of an error in, say, 1927, would, if
not barred, result in an additional tax and interest aggregating, say,

$10,000 and in 1940 the correct treatment of the item results in
a reduction of the excess-profits tax (compared with what would
have been payable if the prior incorrect treatment had been con

sistently followed) of $5,000, the 1940 adjustment should be
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limited to $5,000.

If the 1941 excess-profits tax is similarly

reduced by $3,000, a further adjustment of $3,000 should be made

in that year and so on in later years until the entire sum of
$10,000 has been offset.

There is no reason why a $10 excess-

profits-tax reduction should give rise to a $1,000 prior-year

adjustment.

Similarly, adjustments for prior-year overpayments should
bo limited,

during each excess-profits-tax year, to the additional

excess-profits tax occasioned by the inconsistent treatment—
adjustments to bo made in

many years as may be required to

effect a complete offset to the prior-year overpayment.
Furthermore,

the excess profits tax, as finally adjusted

under the provisions of Section 734 with respect to the prior-year

deficiency or overpayment and interest,

should bo the

mount allow
a

able as a deduction in computing the income subject to income tax
and surtax.

The adjustment under Section 734 merely replaces what

otherwise would be an excess profits tax by making the taxpayer pay
the amount involved as an addition to the excess profits tax other
wise computed.

Refusing to allow that ~s a deduction is really

imposing a 31% (more when rates are raised) extra penalty on the

adjustment of the prior-year tax and interest.

In theory, practice

and form, the Section 734 tax is called a part of the excess profits
tax.

It ought to be so regarded for income tax purposes as well.
Finally, the income-tax sections of the Code should be

amended to provide that when any tax adjustment has been completed,
with respect to a prior-year erroneous treatment, the item or trans
action should be regarded thereafter as having been correctly treated

for income-tax purposes.

Section 3801 should be coordinated with
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the provisions of Section 734 so that, there will be no duplication
of the prior-year adjustment--once under each section.

(43)

The computation of the income of
component or acquiring corporations
having different taxable years
during the base period should
be simplified (Section 742):
The effect of Section 740 with respect to an acquiring

corporation is to provide that the base period shall consist of

exactly forty-eight months.

Yet Section 742 permits inclusion of

the components' incomes only for fiscal periods beginning after
December 31, 1935, and ending with or within the base-period years

of the acquiring corporation.

Serious difficulties arise when the

taxable years of the components and the acquiring corporation differ,

even when the acquiring corporation adopts the same accounting
period as the component but was organized after January 1, 1940, and
on a date other than the beginning of its fiscal year.

In the

latter case its four base years must be the forty-eight months

immediately preceding the date on which it was organized (or the
same date in 1940 if organized in a later year).
Thus, for example, if a taxpayer using (or required to use)

a calendar-year accounting basis acquired a qualified component

using a November 30th fiscal-year basis, no income of the component

would be included in the 1936 calendar-year income of the taxpayer.
The component's fiscal year ending November 30, 1936, began before

January 1, 1936, and hence is excluded under Section 742 (a) (2).
The income for the fiscal years ended November 30, 1937, 1938, and

1939 would be added to the taxpayer's calendar-year income for 1937,
1938, and 1939, respectively.

The component's income for December,
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1939, would not be included,

since it would not be part of a fiscal

year ending within a base-period year of the taxpayer.

three years'

Thus, only

income of the component is included in the computation,

but the result must be divided by four to determine the annual

average.

To overcome the many complications that may arise (the

illustration covers only one such possibility), we suggest that the
statute be amended to provide that the base-period income of compon
ent corporations be first determined in accordance with the par

ticular taxable periods of the components and that such results be

converted to the taxable accounting periods of the acquiring tax
payer by ascertaining the income applicable to the months of the

components’ taxable periods which fall within the acquirer’s taxable
periods.

Ascertainment of the income for the particular months

should be made under a provision similar to that contained in

Regulations 110, relating to consolidated returns, which provides
three methods:

1.

To divide the income for the entire taxable

period of the component by the number of

months therein and multiply the result by
the number of months falling within the

acquirer’s taxable period, or

2.

If the accounting records of the components
clearly reflect the income for the various

months, allocate the income in accordance
with such accounting records, or
3.

If certain items of income or deduction can be
directly attributed and allocated to particular
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months or portions of the year, they should be
so allocated and the remaining items allocated

in accordance with method No. 1 above.
Thus, for example, if it becomes necessary to convert the

income of components using a fiscal year June 30th basis to a
calendar-year basis, the income for the year ended June 30, 1937,
would be allocated in accordance with one of the three methods
above described to the six months from July 1 to December 31, 1936

and the six months from January 1 to June 30, 1937.

The income

thus allocated to the January 1-June 30, 1937 period, plus the

income similarly allocated to the July 1-December 31, 1937 period

(out of the components'

income for the fiscal year ended June 30,

1938), would then constitute the income for the calendar year 1937
to be combined with the acquirer’s calendar-year 1937 income.
The same method would be applied to other taxable periods.
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(44)

Sections 713 (f) and 742
should be coordinated;

The present provisions of sections 713 (f) and 742 of the
Internal Revenue Code should be amended to eliminate certain in

equities, which probably were not intended.

Specifically, taxpayers

electing or required to come under section 742 should be permitted

to use the growth-corporation method of section 713 (f).

To demon

strate the inequitable results of the application of these sections
a particular case is taken as an illustration.
The two companies involved (growing corporations) were

merged in a nontaxable transaction in December, 1940.

Had they

continued their separate existence they would have been entitled to

the following excess-profits credits (computed under section 713 (f)

and not including the specific exemption of $5,000).
Company A................... $257,000

"

B ................ . .

302,000

Total ...................... $559,000

However, the statute does not permit the use of section
713 (f) when a component corporation’s base-period income is in

cluded in the averages.
Hence the continuing corporation A must either compute

the base-income credit under section 742 on a straight-average basis,

which would produce a credit of only. $467,000 though separately the
two companies would have been entitled to an aggregate credit of
$559,000 (specific $5,000 exemptions excluded).
Basically, there is no reason why two corporations merged

under the types of combinations covered by section 742 should have

less credit than if they had continued their separate existence.

- 78 Accordingly, we urge that the provisions of section 713
(f) be made applicable to the computation of average base-period

income of an "acquirer" and its "component" under section 742.

(45)

A taxpayer should be entitled to
include its own or a component’s
constructive income for the period
prior to incorporation, under cir
cumstances that will not involve
duplication (section 742):

It is the purpose of the statute to endeavor to ascertain,
so far as it can be done through a statutory formula, the normal

earning capacity of every taxpayer, to the end that only earnings
in excess of the normal shall be subjected to excess-profits tax
under subchapter E.

In pursuance of this purpose, in the case of

corporations that were not in existence during the whole of the

four-year base period, provision is made for including in the in
come computation a "constructive" income measured by an 8 per cent
return on the invested capital.

The invested capital is taken as

of January 1, 1940, or the beginning of the first excess-profits-

tax year.

That of itself may produce an abnormal result because

it fixes an arbitrary date.

Sections 740 to 742 accentuate the inequity to the extent
that they fail to permit taking into account a "constructive" in
come when a component corporation or an acquiring corporation are

both involved.

For example, if corporation T were organized Janu

ary 1, 1938, operated its business for a year, and on January 1,

1939, acquired, on a basis making it an acquiring corporation, the
business and assets of corporation B which was in existence prior

to January 1, 1936, corporation T would then be entitled to include
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in its base-period income the earnings of corporation B for the

four-year period, its own earnings for 1939 but not 1938, and no
"constructive” income for itself for the years 1936 and 1937.

the aggregate result would have to be divided by four.

Yet

To illus

trate the inequitable result, assume that corporation T had in
vested capital on January 1, 1940, of $1,000,000 and earned during
1938-1939 8 per cent thereof, or $80,000 a year.

its average base-period earnings

Standing alone,

(constructive and actual) would

provide a credit of 95 per cent of $80,000 or $76,000.
On the other hand, if on January 1, 1939, with $500,000

additional capital it acquired all the assets and business of cor

poration B which earned §50,000 during each of the three years pre
ceding 1939, and the B business likewise produced $50,000 in income

during 1939, the base-period-income exemption would amount to only
$66,500 a year, yet entering the first excess-profits-tax year

would be a combined business with a demonstrated earning capacity
of $130,000 a year.

Had the companies not merged, $123,500 would

have been the combined income exemption, computing each one sepa

rately.

By reason of the merger, the statute reduces the exemption

to $66,500, despite the fact that only one $500,000 bracket would

be available to the combined businesses

(§1,000,000 would have been

similarly available to the two separate corporations).
It is doubted that such a result was contemplated or

intended.

We urge, therefore, that constructive income of a tax

payer and/or its components be included in determining the average

base-period income.

To prevent duplication there should be ex

cluded from the invested capital of corporation T, for the purpose
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of computing "constructive” income, any part thereof that arose

out of the transaction whereby it acquired component corporation B.
Thus, in the illustration the constructive income would be based

on $1,000,000--not the $1,500,000 actual capital of T on January 1,
1940.

Furthermore, if the growth method of averaging be allowed

under Section 742, as previously suggested, the inclusion of con
structive income as here suggested will prevent "growth" distortion
which would result from the present method.

(46)

The law should permit the inclusion
in the base-period income of the
earnings of all components and the tax
payer for the entire four-year base
period (section 742):

Section 742 (f) produces most incongruous results.

It is

fundamentally unsound to the extent that it excludes the income of
either the taxpayer or a component corporation for portions of the

base period.

Under section 742 (f) if a taxpayer was not in exist

ence at the beginning of its four-year base period, it can include

its own income in determining its own exemption only from the date
it became an acquiring corporation.

Thus a taxpayer reporting on

a calendar-year basis organized on July 1, 1936, and acquiring in

December, 1939, another corporation under circumstances bringing
it within the provisions of sections 740 to 742, would lose the
credit benefit of its own earnings from July, 1936, to December,

1939, regardless of amount, and even though the substitute therefor,

the component corporation’s earnings, may be much less than its own
earnings or perhaps nothing if the component corporation has been
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losing money during that period.
Worse still, if such a transaction should be consummated

even now the taxpayer would lose the benefit of its own earnings
throughout the entire base period, to say nothing of the construc 
tive income to which it would be entitled for the period prior to
That provision of the law

July 1, 1936, when it was organized.

may stop a corporation from hereafter acquiring the business and
assets of another corporation, on a reorganization basis, if that

other corporation earned less excess-profits net income during the

base period than did the taxpayer, and the taxpayer desires to use
the income-credit method.

Similarly, absurd results grow out of the provisions of
section 742 combined with section 740 (c) relating to qualified

component corporations.

Here the income of a component corporation

that was not actually in existence at the beginning of the base
period of the taxpayer is excluded.

Thus, if corporation A were

in existence prior to January 1, 1936, and corporation B were
organized July 1, 1936,

and they both report on a calendar-year

basis, the income of each corporation would provide the basis for
exemption from excess-profits tax and, in addition, corporation B

would be entitled to bring into its computations constructive
income for the six months preceding its incorporation, July 1, 1936.

Should these two corporations and the businesses be merged into A,

say subsequent to January 1, 1940, the income of corporation B

would disappear as a basis for credit.

Thus there is injected

into our national economy a disturbing influence and an additional
expense and cost that would grow out of what might otherwise be a
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very sound and desirable merger.

This despite the fact that the

revenues of the government should benefit anyway to the extent that

the merger of the two corporations would reduce the number of corpor
ations by one and there would be but one series of brackets up to

$500,000 to be deducted before the excess income became subject to

the 60 per cent maximum excess-profits tax.
We urge, then, that all these complicated restrictions and
limitations upon the inclusion in base-period earnings of the income

of either an acquiring corporation or a component corporation, de

pendent upon when the several corporations involved were organized
or became acquiring component or qualified component corporations,

be eliminated and that it be provided that the appropriate excess

profits net income of all corporations of businesses that are merged

as a result of transactions specified in section 740 be brought into

the computation of base-period income.

It is proper, and should be

so provided in the statute, that the base-period income for the full
four years be determined for each corporation constituting the now

consolidated business, including for any period prior to incorpora
tion a "constructive” income, and that the combined results of all
such determinations should be regarded as the base-period net income
of the taxpayer emerging as a result of the transaction.

(47)

Application of section 743
should not be mandatory:
Originally section 742 was applicable to all cases meeting

its conditions;

so was section 743, which, in effect, disregarded

the merger transaction so far as invested capital is concerned and,

further, required the acquiring corporation to take into account its
component’s capital additions and reductions.

In March, 1941, how

- 83 section 742 was made optional—as it should be—but section

ever,

743 was not changed.
Hence a corporation which took over another corporation

after January 1, 1940 (or its corresponding tax year), not only
cannot claim any capital addition by reason of such acquisition,

but it must also reduce its own credits by its component’s capital

reductions, even if it elects not to apply section 742 as to earn

ings.

We cannot bring ourselves to believe that Congress so intend

ed—but nevertheless that is what the statute requires.
To be more specific, the circumstances of a real case arc

cited.

Prior to the merger of company B into A the former retired

its preferred stock—a capital reduction.

Company A, even if it

disregards the earnings of company B, must reduce its own income-

credit because of company B's prior retirement of its preferred

stock and gets no credit for the stock it issued in the merger.

This would mean a reduction in the credit of many thousands of dol

lars .
Therefore, as section 743 was intended to be complementary

to section 742, we urge that it be made applicable only when the

benefits of section 742 are elected and that the- statute be amended
accordingly.

(48)

All foreign corporations should
not bo excluded (section 744):

Section 744 excludes from supplement A all foreign cor

porations, despite the fact that under the provisions of section

112 foreign corporations may be involved in a nontaxable reorgan

ization.

Supplement A, as far as it goes, is a natural complement

to section 112, and. there is no sound reason for excluding all
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The earnings of a predecessor foreign business become sub

ject to excess-profits tax when owned by a domestic corporation just

as do the earnings of a predecessor domestic corporation.
It is recommended, therefore, that a foreign corporation

that was recognized as a corporation under the provisions of section
112 (i) of the Internal Revenue Code, or comparable provisions of

prior revenue acts, be recognized under supplements A and B.

(49)

Section 751 should be
clarified:

We understand that it is the express purpose of sections
718 and 719, as modified or limited by section 751, to perpetuate
for invested-capital purposes, but without duplication, a predeces

sor’s basis when properties were acquired in a nontaxable reorgani
zation.

But that is not the result of section 751.

As an illustra

tion, the following figures are taken from an actual case.

Corpora

tion A possessed properties having a net basis in its hands (after

deducting its liabilities) of $35,000,000.

Such assets and liabili

ties were transferred to corporation T, which then issued or paid
to the shareholders of A the following:

Cash ...........................................................$ 3,000,000
Bonds .................................. ...................... 10,000,000
A and B stock (no par) .........
500,000 shares
(Market value $35,000,000)

The stockholders of A (transferor) owned 60 per cent of the out
standing stock of T (transferee) after the reorganization.

They

were taxable on the gain—but not in excess of the $3,000,000

cash--though how much gain was taxed is not known to the taxpayer.

Corporation A was not taxable on any gain.

Assuming for the moment

that A's basis of the property ($35,000,000) is not to be increased

by the cash (though logically it should be, since the transaction

was potentially taxable to that extent), there remains then the
question of the extent to which the property was paid in for stock.

Several interpretations of section 751 seem possible.
1.

That the $35,000,000 basis be attributed wholly to the shares
of stock and treated as equity capital under section 718 and
the bonds disregarded as borrowed invested capital under
section 719.

2.

That the $35,000,000 basis be reduced by the bonds $10,000,000)
and the balance of $25,000,000 taken as equity capital paid in
for stock, the bonds being disregarded for the purpose of
section 719.

3.

That the $35,000,000 be apportioned between the stock and bonds,
presumably on a market-value basis (35/45 and 10/45 in this
case), and the portion assignable to the stock (roughly
$27,000,000) taken in as equity capital and the portion assign
able to the bonds ($8,000,000) disregarded for borrowed investedcapital purposes,

4.

In either (2) or (3) above the acquisition of properties might
be attributed in part to the cash—rather than to the stock or
bonds. The basis of $35,000,000 would be reduced by $3,000,000
under interpretation (2), leaving only $22,000,000 as equity
capital, or, under (3) the $35,000,000 basis would be appor
tioned to the cash, bonds, and stock on a value basis ($48,000,000
aggregate) and $25,500,000 (roughly) attributed to the stock.
In each case the amount attributed to the bonds would be dis
regarded for invested-capital purposes.

None of the four possible applications of section 751 pro
duces equitable results.

Under (1) above a true carry-forward of the $35,000,000
basis results, and as to invested capital the transferee stands in

the same position as the transferor.

However, the interest on the

bonds constitutes a deductible expense which would not have been

available to the transferor without a reduction in capital.
Under (2) the basic equity invested capital is reduced to
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taxpayer is denied the right to include borrowed invested capital.
Had transferor A merely recapitalized, as have some taxpayers, and
converted capital stock into a bonded obligation, it would have

been entitled to include 50 per cent of the bonded indebtedness
as borrowed invested capital.

Why

should T be denied the same

rights?

Interpretation (3) is open to the same objection as (2)
in that T is denied a right granted all other taxpayers, though it

is mitigated somewhat to the extent that the equity invested capital

recognized is slightly larger.

If, however, the transferor’s basis

amounted to more than the market value of the securities issued,

the opposite result would obtain and a loss of part of the equity
paid-in capital (to the extent that more than par was assigned to

the bonds) would be added to the inequity of being denied the right

to borrowed invested capital.

Result (4) above is open to the objections to either (2)

or (3) and in addition requires a reduction of basis to the extent
of the cash paid, even though the transaction was taxable to that
extent and such a reduction is not required by section 751 (a) .
All four interpretations are open to the objection that
if the bonds should be retired, say out of accumulated cash earn

ings, included in invested capital as such, the invested capital

would be wholly or partly duplicated.
To meet these objections, to clarify the meaning of section

751, and to carry through the obvious intent which is to continue

the transferor’s basis so as to place the transferee in the same
position as the transferor would have been had the reorganization
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not occurred, we suggest that the statute be amended to provide

that the net basis as now determinable under section 751 (a) be

reduced by the value of the bonds, the balance being treated as

equity invested capital, and that the bonds be recognized as bor
rowed capital includable under the provisions of section 719.

An alternative method, mentioned here but not recommended,

would be to recognize the full net basis of the assets computed as
in section 751 (a) as equity invested capital, disregard the bonds

for the purpose of section 719 and disallow, for the excess-profits
net income computation, all the interest on such bonds.

However,

should such a method be adopted it should also be extended to any
nontaxable recapitalization wherein indebtedness is substituted for
equity capital in order not to limit the application of the principl e

to reorganizations involving a transfer of property.

(50)

Section 752 relating to the
determination of highest bracket
amounts should be completely
overhauled:
The application of section 752 relating to the determina

tion of highest-bracket amounts has produced some weird results.
The situation probably developed out of the fact that the provisions

of section 752, were originally drafted to cover situations in

which the credit allowed on the first $500,000 of invested capital
was computed at a higher rate than on the capital in excess of

$500,000.

A complete redrafting is necessary.

Accordingly, we

confine our recommendations here to pointing out some of the un
sound and improper results of the existing provisions and suggesting
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what should be the correct results.
Our suggestions deal with the following features:

(a) The definition of control;

(b) Reduction of total brackets allowable before consum
mation of any of the included transactions;

(c)

The arbitrary allotment of full brackets to new cor

porations at the expense of contributing corporations.
(a) As to control
The statute contains one definition of control which is
applicable with respect to section 112 and which, in turn, deter

mines the basis of invested capital under section 718.

730

Section

contains another definition of control in connection with con

solidated returns.

Section 750, with respect to the application

of section 751 and 752, contains a third definition of control.

The

new capital provision of section 718 added a fourth definition.

While there is some basis for requiring a different type of control
to permit consolidated returns, we see no reason why investedcapital computations should be based on one type of control and the

application of the highest-bracket sections should be determined by
another type of control.

We suggest, therefore, that the definition

of control, as contained in section 750, be conformed to the defini
tion of section 112 and be based on the ownership of at least 80

per cent of the total combined voting power of all classes of voting

stock and 80 per cent of the total value of all shares of all

classes of stock rather than 90 per cent as now provided.
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(b) As to the reduction of existing brackets
prior to consummation of included trans
actions

The general purpose of section 752, to prevent the forma
tion of new corporations in order to obtain an additional set of
brackets which will tax part of the income at lower tax rates, is
sound.

Unfortunately, however, the effect of the particular sections,

in many cases, will be to reduce the brackets to which the taxpayers
were entitled before the consummation of any of the included trans
actions.

It is proper to prevent the transactions from reducing the

aggregate tax liability but it is improper to make them result in a
higher tax liability.

Thus, for example, if corporation A now controls corpora
tion B, and each corporation is entitled to full $500,000 brackets
and corporation A should invest additional cash in the stock of cor

poration B, or as a contribution to capital or surplus, the result
would be to reduce the total brackets of each corporation to the
point where both together will have brackets aggregating only
$500,000, whereas, before the transaction, they each would have

$500,000 brackets or an aggregate of §1,000,000.

There are many

cases in which subsidiaries are in need of additional capital but
the provisions of section 752 which will reduce the brackets prevent

them from acquiring it in the normal way.

This improper result can be corrected by providing that
the highest-bracket amounts of the transferor shall be computed
under the provisions of section 752 (b)

(3), covering exchanges

not involving control, when the transferee was in existence on
January 1, 1940.

This latter limitation is suggested to prevent
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the organization of a corporation, by outsiders, with a nominal
capital stock and its acquisition by an existing corporation in

terested in acquiring it only for its brackets.

As a further safe

guard, it may be provided that this method shall not be applicable
unless the transferee were controlled, as defined in the applicable

section 750, by the transferor on January 1, 1940, and ever since.
Additional capital investment in intercorporation set-ups which

have been existing since before the incidence of the excess-profitstax act will thus not be disturbed.

At the same time the proper

financing of controlled companies will not be prevented or required

to result in increased taxes.
of section 752 (b)

(1),

(b)

Obviously, of course, the provisions

(2),

(c)

(1), and (c)

(2) should not

be applicable to such situations.
To illustrate the effect of the existing statute and the

suggested modification, assume the case of corporation T owning all
the stock of corporation S on January 1, 1940.

Both companies have

been engaging in business operations and on January 1, 1941, addi
tional capital is received by S through T paying to it cash and

receiving stock in exchange therefor.
covered by section 112 (b)

Such a transaction would be

(4) of the Internal Revenue Code and

therefore comes under the limitations of section 752.

If that

amount happened to be $500,000 and constituted 10 per cent of cor
poration T’s capital, T’s highest-bracket amount would be immediate

ly reduced to $450,000.

S, on the other hand, even though it was

entitled to a highest-bracket amount of $500,000 before the trans

action, would immediately have its highest-bracket amount reduced
to $50,000, or the amount which T gives up.

The aggregate of the

two is thus dropped to $500,000, whereas they were entitled to an

aggregate of $1,000,000 before the transaction.
On the other hand, if our recommendations are adopted,
each corporation would retain its $500,000 highest-bracket amount.
Similarly, the application of subsection 752 (b)
be modified.

(4) should

If two or more individuals can transfer property to

a corporation and the resulting corporation be entitled to a full

bracket, there is no reason why two or more corporations should
not be permitted to do the same thing.

If corporations A and B

should decide to get together in the organization of a new corpora
tion to conduct some new business operations, the new corporation

ought to have a highest bracket of $500,000.

We say that on the

assumption that corporations A and B are not controlled by the same

corporation or individuals and neither controls the other.

Accord

ingly, we urge that the statute be so amended or drafted as to make

section 752 (b)

(4) inapplicable in the case of exchanges under

section 112 (b)

(5) when the corporate transferors are not control

led by the same corporation or individuals and neither controls
the other or when a corporate transferor and one or more other per

sons are involved and such persons do not control the corporate

transferor.

New enterprises and new business operations ought to be
encouraged, and new corporations should not be denied the benefit
of a §500,000 highest-bracket amount merely because one or more

other corporations transfer property to it, having in mind also

that property is defined to include cash as well as assets.
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(c) As to arbitrary allocation of brackets
Under the provisions of section 752 (b)

(3) where control

is not involved, if the transferee corporation should by reason of

its manner of organization or prior transactions be entitled a

highest bracket of less than $500,000, any transfer from another

corporation, even though control is not involved, immediately in
creases the transferee’s highest-bracket amount to $500,000 and

reduces the transferor’s highest-bracket amount by the amount of

the increase.

This result obtains regardless of how insignificant

the transferee may be.

We urge, therefore, that there be added to the statute

with respect to such transactions a provision which will permit the
parties concerned to agree upon the amount by which the transferee’s

highest-bracket amount shall be increased and the transferor’s
highest-bracket amount decreased.

Inasmuch as control is not in

volved, there must necessarily be an arms-length transaction be
tween all the parties concerned and they should be permitted to

agree upon the bracket adjustments as part of the deal.

It should

not be material to the Government as long as the aggregate highest

amounts previously existing are not increased.

The present pro

vision can remain in the statute to be applicable in the event the

interested parties fail to agree upon some other reallocation or

adjustment.

- 93 (51)

Other Recommendations of Mr. Paul:
Without going into detail, we approve the following recom

mendations of the Tax Adviser to the Secretary of the Treasury:

(1)

The proposed taxation, of the distributions
made by annuity trusts, to the recipients

rather than to the trusts, to the extent
of the available income.

(2)

The proposed changes with respect to the
taxation of life insurance companies and
mutual insurance companies

(other than life

insurance companies).
(3)

The proposed tax treatment of the amortization

of premiums paid on the purchase of bonds.
(4)

The proposed taxation of the recipient on

alimony payments,

(5)

The proposed amendments to the Statute of

Limitations with respect to the deduction of
losses on bad debts and worthless securities.

(6)

The proposed amendment in the provisions re

lating to the treatment, for income and ex

cess profits tax purposes, of mutual invest
ment trusts,

(7)

The proposed modification of the provision
relating to compensation for services ren

dered over a period of five years or more.

(8)

The proposed extension of the amortization
privileges to individuals and partnerships.
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(9)

The proposed extension of the jurisdiction of
the Board of Tax Appeals to claims for re

fund as well as deficiencies.
(10)

The proposed elimination of the earned income
credit.
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